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An i m p o r t a n t  j u s t i f i c a t i o n  f o r  t h e  e x i s t e n c e  o f  t h e  a c c o u n t in g  
d i s c i p l i n e  i s  i t s  a b i l i t y  t o  p ro v id e  i n f o r m a t i o n  which i s  u s e f u l  i n  t h e  
i n v e s t o r ' s  d e c i s io n - m a k in g  p r o c e s s .  However, t h e o r e t i c a l  c o n s i d e r a t i o n s  
c a s t  doub t  upon t h e  u s e f u l n e s s  o f  c e r t a i n  g e n e r a l l y  a cc e p ted  a c c o u n t in g  
p r i n c i p l e s  as th e y  a r e  a p p l i e d  in  t h e  p r e p a r a t i o n  o f  t h e  income s t a t e m e n t .  
S p e c i f i c a l l y ,  t h e  r e s u l t s  o f  t h e o r i z i n g  i n d i c a t e d  t h a t  t h e  p r e s e n t  income 
model could  be improved upon by e l i m i n a t i n g  n o n r e c u r r i n g  i t e m s ,  by s u b ­
s t i t u t i n g  p u rc h a se s  f o r  c o s t - o f - g o o d s - s o l d  and by e x c lu d i n g  t h e  e f f e c t s  
o f  d e p r e c i a t i o n .  To t e s t  t h e s e  a s s e r t i o n s ,  f low v a r i a b l e s  c o n s i s t e n t  w i t h  
g e n e r a l l y  a c c e p te d  a c c o u n t in g  p r i n c i p l e s  were compared w i th  n o n -a c c e p te d  
a l t e r n a t i v e s  in  t h e  form o f  competing  h y p o t h e s e s .  The c r i t e r i o n  used t o  
e v a l u a t e  th e  a l t e r n a t i v e  flow v a r i a b l e s  was t h e i r  r e l a t i v e  a b i l i t y  t o  
p r e d i c t  a r i s k - a d j u s t e d  r a t e  o f  r e t u r n  from a common s to c k  in v e s t m e n t  
h o l d i n g .
The a b i l i t y  o f  a c c o u n t in g  flow v a r i a b l e s  t o  p r e d i c t  a r i s k -  
a d j u s t e d  r a t e  o f  r e t u r n  d e r i v i n g  from a f u t u r e  h o ld in g  p e r io d  would p r o ­
v ide  i d e a l  e v id e n c e  o f  u s e f u l n e s s .  However,  a p r i o r i  e x p e c t a t i o n s  o f  
d i s c o v e r i n g  a lagged r e l a t i o n s h i p  i n  an e f f i c i e n t  marke t  env i ronm ent  were 
d o u b t f u l .  N e v e r t h e l e s s  t h e  t e s t s  were pe r fo rm ed  u s in g  1958-1970 d a t a  
from a p p ro x im a te ly  two hundred and f o r t y  companies f o r  t h i r t y  a l t e r n a t i v e  
h o ld in g  p e r i o d s ,  and th e  r e s u l t s  were c o n s i s t e n t  w i th  th e  a p r i o r i
e x p e c t a t i o n s .  The speed  w i th  which t h e  m arke t  r e a c t s  t o  p u b l i c l y  
a v a i l a b l e  i n f o r m a t i o n  u t t e r l y  n e g a t e s  t h e  p o s s i b i l i t y  o f  e a r n i n g  a b ­
normal r e t u r n s  w i th  f i n a n c i a l  s t a t e m e n t  d a t a .
The d a t a  was then  t e s t e d  t o  d e t e r m in e  t h e  e x t e n t  o f  contem­
poraneous a s s o c i a t i o n  e x i s t i n g  between t h e  a l t e r n a t i v e  flow v a r i a b l e s  
and t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .  The a p r i o r i  e x p e c t a t i o n s  were 
t h a t  such a r e l a t i o n s h i p  does e x i s t .  For th e  p e r io d  e x t e n d i n g  from 
1961-67 t h e  a p r i o r i  e x p e c t a t i o n s  o f  contemporaneous  a s s o c i a t i o n  were 
conf i rm ed .  However,  t h e  f i n d i n g s  were  c o n t r a r y  t o  t h o s e  s u g g e s t e d  by 
th e  t h e o r y .  S p e c i f i c a l l y  the  f i n d i n g s  i n d i c a t e d  t h a t  t h e  m arke t  r e a c t e d  
more v i g o r o u s l y  t o  t h o s e  economic e v e n t s  impounded by n e t  income a v a i l ­
a b le  t o  common s t o c k h o l d e r s  th a n  i t  d id  t o  th e  economic e v e n t s  r e f l e c t e d  
by th e  a l t e r n a t i v e  a c c o u n t in g  v a r i a b l e s  s u g g e s t e d  by t h e  t h e o r y .  The 
u s e f u l n e s s  o f  annual a c c o u n t in g  d a t a  i n  an e f f i c i e n t  m arke t  env ironm ent  
l i e s  i n  i t s  a b i l i t y  t o  p ro v id e  s u p p o r t i v e  and c o r r o b o r a t i v e  ev id en ce  
f o r  e q u i l i b r i u m  m arke t  p r i c e s .  Th is  j u s t i f i c a t i o n  e x i s t s  on ly  as long 
as a c c o u n t in g  d a t a  and marke t  movements r e f l e c t  th e  same u n d e r l y i n g  e v e n t s .
T e s t s  on t h e  most  r e c e n t  d a t a  (1968 and 1969) i n d i c a t e d  t h a t  no 
contemporaneous r e l a t i o n s h i p  e x i s t e d  between t h e  a l t e r n a t i v e  a c c o u n t in g  
v a r i a b l e s  and th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .  One e x p l a n a t i o n  o f f e r e d  
i s  t h a t  annual a c c o u n t in g  flow d a t a  impounds t h e  same u n d e r ly in g  e v e n t s  
as th o se  impounded by a l t e r n a t i v e  d a t a  s o u r c e s  b u t  due to  the  e f f e c t s  
o f  i n f l a t i o n  the  m arke t  does n o t  view t h e  p r e s e n t  model f o r  income 
d e t e r m i n a t i o n  as s a t i s f a c t o r i l y  r e p o r t i n g  t h o s e  e v e n t s .  The more cogen t  
e x p l a n a t i o n  i s  t h a t  t h e  a c c o u n t in g  d a t a  d id  n o t  impound t h e  same u n d e r l y i n g  
e v e n t s  as a l t e r n a t i v e  i n f o r m a t i o n  s o u r c e s  and t h e  m arke t  p a r t i c i p a n t s  a r e
a p p r i s e d  o f  t h i s  and view annual  a c c o u n t in g  d a t a  as a n o n - u s e f u l  d a t a  
s o u r c e .  E i t h e r  c o n d i t i o n  poses  a d i r e  t h r e a t  t o  th e  f u t u r e  development 
o f  t h e  a c c o u n t in g  p r o f e s s i o n .
These f i n d i n g s  i n d i c a t e  t h a t  t h e  a c c o u n t in g  p r o f e s s i o n ,  and 
s p e c i f i c a l l y  th o s e  who s e t  t h e  s t a n d a r d s  f o r  r e p o r t i n g  th e  r e s u l t s  o f  
o p e r a t i o n s  might  s e r i o u s l y  c o n s i d e r  i s s u i n g  a c a v e a t  a v e r r i n g  t h a t  the  
t r a d i t i o n a l  " a l l  p u rp o se "  s t a t e m e n t s  may n o t  be f u l f i l l i n g  the  i n f o r m a ­




A s i g n i f i c a n t  number o f  d e f i n i t i v e  s t u d i e s  in  a c c o u n t in g  have 
emphasized t h a t  a c c o u n t in g  d a t a  shou ld  p ro v id e  meaningfu l in fo r m a t io n  
t o  a d i v e r s i t y  o f  i n t e r e s t e d  p a r t i e s .  Almost w i t h o u t  e x c e p t i o n ,  t h e se  
s t u d i e s  have c a t a l o g u e d  t h e  r e s i d u a l  e q u i t y  i n v e s t o r  among t h e  prime 
b e n e f i c i a r i e s  o f  a c c o u n t in g  d a t a .  Such an o b j e c t i v e  i s  l a u d a b l e ,  but 
fu r th e r m o re  t h e r e  has been th e  p re s u m p t io n ,  w i t h o u t  formal s c i e n t i f i c  
j u s t i f i c a t i o n ,  t h a t  t h e  a c c o u n t in g  d a t a  be ing  g e n e r a te d  by th e  
a c c o u n t in g  p r o c e s s  does i n  f a c t  c o n t a i n  i n f o r m a t io n  which i s  u se fu l  
in  making common s to c k  in v e s t m e n t  d e c i s i o n s .  However,  th e  ev idence  
i n d i c a t e s  t h a t  p r i o r  t o  t h e  1 9 6 0 ' s no c o n c e r t e d  e f f o r t  had been made 
to  show th e  r e l a t i o n s h i p  between a c c o u n t in g  d a t a  and the  needs  of  
t h e  i n v e s t o r . ^  Only r e c e n t l y  has th e  a c c o u n t in g  p r o f e s s i o n  d e m o n s t ra ted  
a w i l l i n g n e s s  to  t r y  t o  s p e c i f y  the  r e l a t i o n s h i p  between a c c o u n t in g  d a t a  
and t h e  i n f o r m a t io n  needs o f  t h e  i n v e s t o r .  This  s tudy  p ro v id e s  a 
t h e o r e t i c a l  f o u n d a t i o n  f o r  t h e  e x i s t e n c e  o f  t h a t  r e l a t i o n s h i p  and 
t e s t s  t h e s e  a p r i o r i  s u p p o s i t i o n s  by e m p i r i c a l  i n v e s t i g a t i o n .
THE INVESTMENT DECISION
The t o t a l  p sychology  beh ind  an i n v e s t o r ' s  a c t i v i t i e s  i s  indeed
^G. J .  S t a u b u s ,  A Theory o f  Accounting  to  I n v e s t o r s  (B e r k e l e y ,
C a l i f o r n i a :  U n i v e r s i t y  o f  C a l i f o r n i a  P r e s s ,  1961) ,  Chap. 1 .
d i f f i c u l t ,  pe rh ap s  i n p o s s i b l e  t o  e x p l a i n .  He i s  c o n f r o n t e d  w i th  p r a c t i ­
c a l l y  an u n l i m i t e d  number o f  a l t e r n a t i v e  in v e s tm e n t s  and com bina t ions  o f  
i n v e s t m e n t s ,  each o f  which i s  c h a r a c t e r i z e d  by  v a r y in g  d eg rees  o f  e x ­
p e c t e d  r e t u r n  and u n c e r t a i n t y ,2 and he  must make d e c i s i o n s  to  buy ,  to  
s e l l ,  t o  h o l d ,  o r  to  a b s t a i n .  The d e c i s i o n  v a r i a b l e s ,  d e c i s i o n  r u l e s ,  
and t h e i r  i n t e r a c t i o n s ,  which c o n s t i t u t e  th e  i n v e s t o r ' s  d e c i s i o n  model 
a r e  d i f f i c u l t  t o  s p e c i f y .  N e v e r t h e l e s s ,  i t  has been  s u g g e s t e d  t h a t  
i n v e s t o r s  maximize e x p e c t e d  u t i l i t y  by s a c r i f i c i n g  th e  consumption o f  
p r e s e n t  w e a l th  ( a s s e t s )  w i t h  t h e  e x p e c t a t i o n  o f  r e c e i v i n g  l a r g e r  amounts 
o f  w e a l th  a t  some f u t u r e  t i m e . 3
The e f f e c t  o f  common s t o c k  p r i c e  changes  on w e a l t h  i s  c l e a r .
A p r i c e  i n c r e a s e  i m p l i e s  an i n c r e a s e  i n  w e a l th  and a p r i c e  d e c r e a s e  im­
p l i e s  a d e c r e a s e  i n  w e a l t h .  Assuming an i n v e s t o r  s eeks  t o  maximize h i s
w ea l th  ov e r  s p e c i f i e d  h o l d i n g  p e r i o d s ,  s u b j e c t  t o  h i s  r i s k - a v e r s i o n  co n ­
s t r a i n t ,  f u t u r e  common s t o c k  p r i c e  changes  and d iv id e n d s  a re  h i s  prime 
c o n c e r n ,  b o t h  o f  which a re  s u c c i n c t l y  c a p tu r e d  i n  t h e  f o r m u l a t i o n  o f  
r a t e  o f  r e t u r n  on common s t o c k ,  d e f i n e d : ^
r t  = ( p t+ l  " p t )  + Dt  ( 1 . 1 )
P t
2 H. Markowitz ,  " P o r t f o l i o  S e l e c t i o n , "  J o u r n a l  o f  F in a n c e ,  Vol. 
V I I ,  No. 1 (March, 19 5 2 ) ,  p .  77.
3 John von Neumann and O sk a r  M o rg e n s te rn ,  Theory o f  Games and 
Economic B eh av io r  (2d e d . :  P r i n c e t o n :  P r i n c e t o n  U n i v e r s i t y  P r e s s ,  1947).
4 J .  C. F r a n c i s  and S. H. A r c h e r ,  P o r t f o l i o  A n a ly s i s  (Englewood 
C l i f f s :  P r e n t i c e - H a l l , I n c . ,  19 7 1 ) ,  p.  10.
where:
P t  = p r i c e  p a i d  a t  t h e  b eg in n in g  o f  some h o ld in g  p e r i o d .
^t+1 = Pn c e  en(* 0-f ^ e  h°Tc'i n 9 per iod .
0^ = d iv id e n d s  r e c e i v e d  d u r in g  th e  h o l d i n g  p e r i o d .
r t  = r a t e  o f  r e t u r n  e a r n e d  ove r  p e r i o d  t .
I t  can be seen  from t h i s  b a s i c  f o r m u la t io n  t h a t  p r e d i c t i o n  i s  a n e c e s s a r y
c o n d i t i o n  be fo re  a d e c i s i o n  can be made, and even though th e  i n v e s t o r ' s  
d e c i s i o n  model c anno t  be g e n e r a l i z e d  beyond t h e  w eal th -m axi  mi z a t i o n  c r i ­
t e r i o n ,  i t  i s  c l e a r  t h a t  p r e d i c t i o n  i s  an i n h e r e n t  p a r t  o f  d e c i s i o n  
m ak ing .5 T hus ,  i f  the  f i n a n c i a l  a c c o u n t in g  p r o c e s s  can g e n e r a t e  d a t a  
which can be used  to  p r e d i c t  r a t e  o f  r e t u r n ,  such  d a t a  w i l l  be u s e f u l  
t o  t h e  i n v e s t o r .
STATEMENT OF THE PROBLEM
An i m p o r t a n t  j u s t i f i c .  t i o n  f o r  t h e  e x i s t e n c e  o f  t h e  a c c o u n t in g  
d i s c i p l i n e  i s  i t s  a b i l i t y  t o  p ro v id e  i n f o r m a t i o n  which i s  u s e f u l  in  t h e  
i n v e s t o r ' s  d e c i s io n -m a k in g  p ro c e s s .®  However,  t h e o r e t i c a l  c o n s i d e r a t i o n s  
from f in a n c e  and th e  b e h a v io r a l  s c i e n c e s  c a s t  doubt  upon t h e  u s e f u l n e s s  
o f  c e r t a i n  g e n e r a l l y  a c c e p te d  a c c o u n t in g  p r i n c i p l e s  as th e y  a r e  a p p l i e d  
i n  t h e  p r e p a r a t i o n  o f  t h e  income s t a t e m e n t .  S p e c i f i c a l l y ,  t h e  t h e o r y  
( o u t l i n e d  below) s u g g e s t s  t h a t  t h e  p r i n c i p l e s  o f  income d e t e r m i n a t i o n  
r e l a t i n g  t o :
® The Committee on Account ing  Theory  C o n s t r u c t i o n  and V e r i f i ­
c a t i o n ,  "Report  o f  th e  Committee on A ccount ing  Theory V e r i f i c a t i o n , "
The Accounting  Review, Supplement t o  Vol.  XLVI ( 1 9 7 1 ) ,  p. 63 .
® Committee to  P r e p a r e  a S ta te m e n t  o f  B as ic  A ccoun t ing  T h e o ry ,
A S ta te m e n t  o f  B as ic  Accoun t ing  Theory  ( E v a n s to n ,  I l l i n o i s :  American 
Accounting  A s s o c i a t i o n ,  1968) ,  p.  4.
1. The I n c l u s i o n  o f  N o n re cu r r in g  Items
2. D e p r e c i a t i o n  Account ing
3. I n v e n t o r y - C o s t  o f  Sa les  A ccount ing
d e t r a c t  from t h e  u s e f u l n e s s  o f  th e  r e s u l t i n g  n e t  income flow v a r i a b l e .
The i n c l u s i o n  o f  n o n - r e c u r r i n g ,  e x t r a o r d i n a r y  t r a n s a c t i o n s  in  
th e  com puta t ion  o f  n e t  income im pa i rs  the  u s e f u l n e s s  o f  t h a t  f low v a r i a b l e  
by d im in i s h in g  th e  n e t  e f f e c t  o f  t h o s e  t r a n s a c t i o n s  which a re  no rm al ,  
o r d i n a r y  and r e c u r r i n g .  While  n o n r e c u r r i n g  i tem s  a re  a p a r t  o f  t h e  
e a r n in g s  h i s t o r y  o f  an e n t i t y ,  t h e i r  p a r t i c i p a t i o n  in  th e  d e t e r m i n a t i o n  
o f  n e t  income l e a d s  t o  i n c o r r e c t  i n f e r e n c e s  c o n ce rn in g  th e  t r e n d  and 
s t a b i l i t y  o f  t h a t  f low v a r i a b l e . ^  T h e r e f o r e ,  a flow v a r i a b l e  which con­
s i d e r s  on ly  n o rm a l ,  o r d i n a r y ,  r e c u r r i n g  t r a n s a c t i o n s  shou ld  be  more u s e ­
f u l  t o  the  i n v e s t o r  than  t h e  p r e s e n t  n e t  income flow v a r i a b l e .
Accrual a c c o u n t i n g ,  p e r  n e c e s s i t y ,  r e q u i r e s  s u b j e c t i v e  e s t i m a t e s .  
D e p r e c i a t i o n  a c c o u n t i n g  p a r t i c u l a r l y ,  i s  c h a r a c t e r i z e d  by e s t i m a t e s  o f  
th e  a s s e t  v a l u a t i o n  b a s e ,  t h e  e s t i m a t e d  u s e f u l  l i f e  and th e  s a l v a g e  va lue  
a t  th e  end o f  t h e  s e r v i c e  l i f e .  F u r th e r m o re ,  d e p r e c i a t i o n  a c c o u n t in g  
does n o t  e x p l i c i t l y  a t t e m p t  to  measure  t h e  flow o f  s e r v i c e s  g e n e r a t e d  by 
f i x e d  t a n g i b l e  a s s e t s .  The d i f f i c u l t i e s  i n v o lv e d  in  making the  r e q u i r e d  
e s t i m a t e s  and t h e  d e l i b e r a t e  avoidance  o f  m easur ing  s e r v i c e  f lows  may 
reduce  the  a b i l i t y  o f  t r a d i t i o n a l  a c c o u n t in g  methods to  a d e q u a te ly  convey 
complex economic a c t i v i t i e s .  T h e r e f o r e ,  s i n c e  t h e  co m pu ta t ion  o f  d e ­
p r e c i a t i o n  i s  n o t  r e l e v a n t  i n  t h e  measurement and r e p o r t i n g  o f  cash
^ A ccount ing  P r i n c i p l e s  Board ,  R e p o r t in g  th e  R e s u l t s  o f  
O p e r a t i o n s ,  Opin ion  No. 9 (New York: American I n s t i t u t e  o f  C e r t i f i e d
P u b l i c  A c c o u n ta n t s ,  December,  1966) ,  pp.  110-111.
f l o w s , 8  a f low v a r i a b l e  which i s  n o t  dependen t  on d e p r e c i a t i o n  p rocedu res  
would  a p p ea r  t o  be  more u s e f u l  to  t h e  i n v e s t o r .
The adherence  t o  h i s t o r i c a l  c o s t s  r e q u i r e s  th e  use  o f  va lues  
t h a t  have become outmoded w i th  t h e  passage  o f  t im e .  The p r o p r i e t y  o f  
match ing  h i s t o r i c a l  i n v e n t o r y  i n p u t s  w i th  c u r r e n t  revenues  i s  q u e s t i o n ­
a b l e  due t o  t h e  d i f f i c u l t y  o f  i n t e r p r e t i n g  t h e  d i f f e r e n c e .  In  a d d i t i o n ,  
as i n  t h e  c a s e  o f  d e p r e c i a t i o n  a c c o u n t i n g ,  d e l i b e r a t e  and i n h e r e n t  b i a s e s  
e x i s t  in  t h e  p r i n c i p l e s  g o v e rn in g  t h e  a l l o c a t i o n  between a s s e t  and e x ­
pense.® T h e r e f o r e ,  r e l i a n c e  on a flow v a r i a b l e  which i s  n o t  encumbered 
by t h e s e  d i f f i c u l t i e s  would be more u s e f u l  t o  th e  i n v e s t o r  t h a n  th e  
p r e s e n t  income model.
T h i s  r e s e a r c h  w i l l  compare t h e  u s e f u l n e s s  o f  f low v a r i a b l e s  
g e n e r a t e d  from t h e s e  g e n e r a l l y  a c c e p te d  a c c o u n t in g  p r i n c i p l e s  w i th  th e  
u s e f u l n e s s  o f  a l t e r n a t i v e  flow v a r i a b l e s  s u g g e s te d  by t h e  t h e o r y .
PREDICTIVE ABILITY AS THE CRITERION
O utpu ts  from t h e  a c c o u n t i n g  sy s tem  a r e  bo th  e m p i r i c a l  ( e . g . ,  
t h e  measure o f  cash p o s i t i o n )  and a n a l y t i c a l  ( e . g . ,  n e t  income) J 8 
Only e m p i r i c a l  o u t p u t s  can be v e r i f i e d  by p h y s i c a l  o b s e r v a t i o n ;  a n a l y t i c a l  
o u tp u t s  must be e v a l u a t e d  by t h e i r  u s e f u l n e s s .  The d e t e r m i n a t i o n  o f  
which kinds  o f  a c c o u n t in g  d a t a  a r e  most u s e f u l  to  t h e  i n v e s t o r  must be 
r e s o lv e d  by t h e  im p o s i t i o n  o f  s e l e c t e d  c r i t e r i a .  S ince  a c c o u n t in g  d a ta
8 Eldon S. H e n d r ik s e n ,  Accoun t ing  Theory (Rev ised  e d . ;
Homewood: R icha rd  D. I r w i n ,  I n c . , 1 9 7 0 ) ,  p.  384.
9 I b i d . , p.  238.
10 The Committee on A ccoun t ing  Theory  C o n s t r u c t i o n  and V e r i f i c a ­
t i o n ,  0£ .  c i t . , p. 60.
a r e  n e c e s s a r i l y  s u r r o g a t e s  o f  economic  a c t i v i t i e s ,  t h e y  must c a p t u r e  
r e l e v a n t  a s p e c t s  o f  r e a l i t y .  Thus one a t t r i b u t e  t h a t  a c c o u n t i n g  d a t a  
must p o s se s s  i s  " e x p l a i n i n g  power" o r ,  s t a t e d  a n o t h e r  way, t h e  d a t a  
must have l o g i c a l  p r o p r i e t y .  While t h i s  i s  i n t u i t i v e l y  a p p e a l i n g ,
I t  i s  i n s u f f i c i e n t  b e c a u s e  many a l t e r n a t i v e s  in  a c c o u n t in g  have l o g i c a l  
p r o p r i e t y .  On th e  o t h e r  hand ,  i t  has been shown t h a t  t h e  a ssum pt ions  
upon which a t h e o r y  i s  b a sed  do n o t  have t o  be  r e a l i s t i c  in  o r d e r  to  
be u s e f u l . H  An a d d i t i o n a l  c r i t e r i o n  i s  n e ed e d - -o n e  t h a t  e v a l u a t e s  
a l t e r n a t i v e  a c c o u n t in g  d a t a  in  te rms o f  t h e  end in  view. Such a c r i ­
t e r i o n  1s p r e d i c t i v e  a b i l i t y :
The p r e d i c t i v e  a b i l i t y  c r i t e r i o n  p re su p p o se s  t h a t  
a l t e r n a t i v e s  u n d e r  c o n s i d e r a t i o n  a r e  c o n c e p t u a l l y  
a c c e p t a b l e  and t h a t  each a l t e r n a t i v e  has  a th e o r y  
upon which i t  r e s t s .  Th is  t h e o r y  p ro v id e s  an e x ­
p l a n a t i o n  as t o  why a g iv en  a l t e r n a t i v e  i s  e x p ec te d  
t o  be r e l a t e d  t o  the  e v e n t  be in g  p r e d i c t e d  and a l low s  
th e  i n v e s t i g a t o r  t o  g e n e r a l i z e  from sample r e s u l t s . *2
The p r e d i c t i v e  a b i l i t y  c r i t e r i o n  i s  p rom inen t  in  r e c e n t  a c ­
c o u n t in g  l i t e r a t u r e ,  a l th o u g h  the  v a r i a b l e  t o  be p r e d i c t e d  v a r i e s  among 
d i f f e r e n t  a u t h o r s .  Accord ing  to  S p r o u s e ,  " th e  p r im ary  p u rp o se  o f  th e
measurement o f  l a s t  y e a r ' s  income r e p o r t e d  to  i n v e s t o r s  i s  t o  p ro v id e
1 ^a b a s i s  f o r  p r e d i c t i n g  f u t u r e  y e a r s '  incom e ."  A Committee o f  t h e  
American Account ing  A s s o c i a t i o n  had th e  f o l l o w i n g  rem ark s :
H  M il ton  Fr iedm an,  Essays  i n  P o s i t i v e  Economics (C h icago ,  
I l l i n o i s :  U n i v e r s i t y  o f  Chicago P r e s s ,  1953) ,  P a r t  I .
12 w .  B ea v e r ,  J .  Kennelly  and W. Voss ,  " P r e d i c t i v e  A b i l i t y  
as a C r i t e r i o n  f o r  E v a l u a t i n g  A ccount ing  D a ta , "  The Account ing  Review, 
Vol.  X L I I I ,  No. 4 ( O c t o b e r ,  1968) ,  p .  677.
r . S p r o u se ,  "The Measurement o f  F i n a n c i a l  P o s i t i o n  and 
Income: Purpose  and P r o c e d u r e , "  Research  i n  Accoun t ing  Measurement,
AAA C o l l e c t e d  Papers  1966) ,  ed.  R. J a i d i c k e ,  V. I j i r i ,  and 0.  N ie l so n  
(Menasha,  W iscons in :  George Banta  C o . ,  I n c . ,  1 9 6 6 ) ,  p. 106.
Almost a l l  e x t e r n a l  u s e r s  o f  f i n a n c i a l  i n f o r m a t io n  
r e p o r t e d  by a p r o f i t - o r i e n t e d  f i r m  a r e  in v o lv e d  in  
e f f o r t s  t o  p r e d i c t  t h e  e a r n in g s  o f  th e  f i r m  f o r  some 
f u t u r e  p e r i o d .  Such p r e d i c t i o n s  a r e  most c r u c i a l  in  
t h e  c a s e  o f  p r e s e n t  and p r o s p e c t i v e  e q u i t y  i n v e s t o r s  
and t h e i r  r e p r e s e n t a t i v e s - - c o n s i d e r e d  by many t o  be 
t h e  most im p o r t a n t  u s e r  g roup .  Fu tu re  e a r n in g s  a r e  
t h e  c h i e f  d e t e r m i n a n t  o f  f u t u r e  d iv id e n d s  and f u t u r e  
marke t  p r i c e  o f  s h a r e s ,  wh ich ,  when taken  t o g e t h e r ,  
a r e  g e n e r a l l y  c o n s id e r e d  t o  p ro v id e  t h e  p r im ary  b a s i s  
f o r  e s t a b l i s h i n g  a s u b j e c t i v e  v a lu e  f o r  t h e  s h a r e s  
in  t h e  mind o f  t h e  u s e r .  The p a s t  e a r n in g s  o f  t h e  
f i r m  a r e  c o n s i d e r e d  t o  be t h e  most im p o r ta n t  s i n g l e  
i t e m  o f  i n f o r m a t io n  r e l e v a n t  to  t h e  p r e d i c t i o n  o f  f u t u r e  
e a r n i n g s .  I t  fo l lo w s  from t h i s  t h a t  p a s t  e a r n i n g s  shou ld  
be measured and d i s c l o s e d  in  such a manner as  t o  g ive  
a u s e r  as  much a i d  as p r a c t i c a b l e  in  e f f o r t s  t o  make 
t h i s  p r e d i c t i o n  w i th  a minimum o f  u n c e r t a i n t y . ^
Both o f  t h e  above q u o t a t i o n s  i n d i c a t e  t h a t  t e s t s  o f  t h e  r e l a t i v e
p r e d i c t a b i l i t y  o f  a l t e r n a t i v e  income c o n s t r u c t s  must s p e c i f y  t h e  u l t i m a t e
o b j e c t  o f  p r e d i c t i o n .  However, t h e  r e l a t i o n s h i p  between a l t e r n a t i v e
income c o n s t r u c t s  and f u t u r e  v a lu e s  o f  t h e  s e l e c t e d  o b j e c t  must be s p e c i -  
15
f i e d  as w e l l .  I t  i s  t h i s  r e l a t i o n s h i p  t h a t  has r e c e i v e d  so l i t t l e  a t t e n ­
t i o n  from t h e  a c c o u n t i n g  p r o f e s s i o n  in  p a s t  y e a r s .
Th is  s tu d y  w i l l  d e te r m in e  th e  a b i l i t y  o f  s p e c i f i e d  a c c o u n t in g  
flow v a r i a b l e s  t o  p r e d i c t  a r i s k - a d j u s t e d  r a t e  o f  r e t u r n  from a common 
s to c k  in v e s t m e n t  in  a h o ld in g  p e r i o d  su b se q u e n t  t o  t h e  a c c o u n t in g  p e r i o d .  
The r e s u l t s  o f  t h e o r i z i n g  i n d i c a t e ,  on an a p r i o r i  b a s i s  a t  l e a s t ,  t h a t  
t h e  income s t a t e m e n t  c o n t a i n s  i n f o r m a t io n  which s e c u r i t y  markets  f i n d  
u s e f u l .  B r i e f l y ,  t h i s  i s  due to  t h e  f a c t  t h a t  t h e  income s t a t e m e n t  p u r ­
p o r t s  t o  measure  revenue  and expense  ev en ts  which w i l l  u l t i m a t e l y  be
^ C o m m i t t e e  t o  P r ep a re  a S ta te m e n t  o f  Bas ic  A ccount ing  Theory ,  
o p . c i t . , pp.  23-24.
15Lawrence R ev s in e ,  " P r e d i c t i v e  A b i l i t y ,  Market  P r i c e s  and O p e r a t ­
ing  F lows ,"  The A ccoun t ing  Review, Vol.  XLVI, No. 3 ( J u l y ,  19 7 1 ) ,  p.  488.
r e s o l v e d  1n th e  form o f  cash  r e c e i p t s  and d i s b u r s e m e n t s .  These e v e n t s  
a r e  r e l e v a n t  t o  t h e  m arke t  p a r t i c i p a n t s  b ecause  they  p r o v id e  an i n d i c a ­
t i o n  o f  t h e  f u t u r e  cash  s t r e a m  which w i l l  u l t i m a t e l y  a c c r u e  t o  i n v e s t o r s ,  
e i t h e r  i n  t h e  form o f  d iv id e n d s  o r  as  p roceeds  from t h e  s t o c k  s e l l i n g  
p r i c e  a t  t h e  end o f  a h o l d i n g  p e r i o d .  Thus ,  i f  e m p i r i c a l  i n v e s t i g a t i o n  
can re v e a l  t h e  e x i s t e n c e  o f  a lagged  r e l a t i o n s h i p  between a l t e r n a t i v e  
a c c o u n t i n g  flow v a r i a b l e s  and a r i s k - a d j u s t e d  r a t e  o f  r e t u r n  from a 
common s t o c k  i n v e s t m e n t ,  t h i s  would p ro v id e  i d e a l  e v id e n c e  o f  t h e  u s e ­
f u l n e s s  o f  annual  a c c o u n t in g  d a t a .
ALTERNATIVE ACCOUNTING FLOW VARIABLES
I*  i s  p o s t u l a t e d  in  t h i s  s tu d y  t h a t  d e f i c i e n c i e s  in  s e l e c t e d  
p r i n c i p l e s  o f  incor.-ie d e t e r m i n a t i o n  may be improved upon by th e  s u b ­
s t i t u t i o n  o f  p u rc h a s e s  f o r  c o s t - o f - g o o d s - s o l d  and n o n - c o n s i d e r a t i o n  o f  
d e p r e c i a t i o n ,  as w e l l  as t h e  e l i m i n a t i o n  o f  n o n - r e c u r r i n g  i t e m s .  These  
m o d i f i c a t i o n s  s h o u ld  improve the  u s e f u l n e s s  o f  t h e  d a t a  c o n t a i n e d  in  
t h e  income s t a t e m e n t .
To t e s t  t h e s e  a s s e r t i o n s ,  f low v a r i a b l e s  c o n s i s t e n t  w i th  gen­
e r a l l y  a cc e p te d  a c c o u n t in g  p r i n c i p l e s  a r e  compared w i th  n o n - a c c e p te d  
a l t e r n a t i v e s  i n  th e  form o f  compet ing h y p o th e s e s .  The a c c o u n t in g  d a t a  
used in  t h i s  s tu d y  c o n s i s t s  o f  f o u r  d i f f e r e n t  f low v a r i a b l e s  whose f i ­
n a n c i a l  s t a t e m e n t  d a t a  were  a v a i l a b l e  from 1958-1970.
The f o u r  flow v a r i a b l e s  a r e :
Net Income A v a i l a b l e  to  Common S to c k h o ld e r s  (EA)
Net R ec u r r in g  Income (ER)
C u r r e n t  R ec u r r in g  Flow (CR)
N e t  R e c u r r in g  Income l e s s  Changes in  I n v e n t o r i e s  (ER-aI ) .
The t e s t s  a r e  de s ig n ed  t o  p ro v id e  e m p i r i c a l  ev idence  r e g a r d i n g  th e  u s e ­
f u l n e s s  o f  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e s ,  where  u s e f u l n e s s  1s 
d e f i n e d  as t h e  a b i l i t y  to  p r e d i c t  the  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  d e ­
r i v i n g  from a common s to c k  in v e s tm en t  i n  a f u t u r e  h o l d i n g  p e r i o d .  T h i s  
l e a d s  to  t h e  f o r m u l a t i o n  and t e s t i n g  o f  t h e  f o l l o w i n g  h y p o th e s e s :
H i : Net Income A v a i l a b l e  to  Common
S to c k h o ld e r s  (EA) i s  mere u se fu l  
to  i n v e s t o r s  in  common s t o c k  than 
Net R ec u r r in g  Income (ER) f o r  p r e ­
d i c t i n g  th e  r i s k - a d j u s t e d  r a t e  o f  
r e t u r n .
H2 : Net Income A v a i l a b l e  t o  Common
S to c k h o ld e r s  (EA) o r  Net R ecu r r ing  
Income (ER) i s  more u s e f u l  to  i n ­
v e s t o r s  in  common s to ck  th a n  Cur­
r e n t  R ec u r r in g  Flow (CR) f o r  p r e ­
d i c t i n g  th e  r i s k - a d j u s t e d  r a t e  o f  
r e t u r n .
H3 : Net Income A v a i l a b l e  t o  Common
S to c k h o ld e r s  (EA) or  Net R ecu r r ing  
Income (ER) i s  more u s e f u l  t o  i n ­
v e s t o r s  in  common s tock  than  Net 
R e c u r r in g  Income l e s s  Changes in  
I n v e n t o r i e s  (ER-aI )  f o r  p r e d i c t i n g  
th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
A PRIORI EXPECTATIONS IN AN EFFICIENT 
MARKET ENVIRONMENT
S in c e  i t  h a s  been p o s t u l a t e d  t h a t  i n v e s t o r s  a r e  d e s i r o u s  o f  
maximiz ing t h e i r  w e a l t h  th rough  common s t o c k  in v e s t m e n t  r e t u r n s ,  ment ion  
must  be made o f  t h e  n a t u r e  o f  th e  s e c u r i t y  markets  in  which i n v e s t o r s  w i l l
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p a r t i c i p a t e .  There  1s p r e s e n t l y  an ample amount o f  e m p i r i c a l  e v id en c e  
which s u g g e s t s  t h a t  major s e c u r i t y  exchanges  a r e  good examples  o f  " e f f i ­
c i e n t "  m a rk e t s .  An " e f f i c i e n t "  m arke t  i s  one where  l a r g e  numbers o f  
r a t i o n a l  w e a l th - m ax im ize r s  a c t i v e l y  compete wi' ,h each  o t h e r  i n  t r y i n g  
t o  p r e d i c t  f u t u r e  m arke t  v a lu es  o f  i n d i v i d u a l  s e c u r i t i e s ,  and where  im­
p o r t a n t  c u r r e n t  i n f o r m a t io n  i s  a lm o s t  f r e e l y  a v a i l a b l e  t o  a l l  t h e  p a r t i ­
c i p a n t s . ^  The im pac t  o f  t h i s  c o m p e t i t i o n  on s e c u r i t y  p r i c e s  i s  t h a t
such p r i c e s  change i n s t a n t l y  and in  an u nb iased  f a s h io n  as  t h e  p a r t i c i p a n t s  
r e c e i v e  and a c t  upon new i n f o r m a t i o n ,  which o f  c o u r s e  i n c l u d e s  e a r n i n g s  
r e p o r t s J ?  However, th e  i n s t a n t a n e o u s  a d ju s t m e n t  i s  r e a l l y  two f a c e t e d :
F i r s t ,  a c t u a l  p r i c e s  w i l l  i n i t i a l l y  o v e r a d j u s t  to
changes  i n  i n t r i n s i c  v a lu e  as o f t e n  as  they  w i l l
u n d e r a d j u s t .  Second, t h e  l a g  i n  t h e  comple te  a d ­
j u s t m e n t  o f  a c tu a l  p r i c e s  t o  s u c c e s s i v e  new i n t r i n ­
s i c  v a lu es  w i l l  i t s e l f  be  an i n d e p e n d e n t  random 
v a r i a b l e  w i th  th e  a d ju s tm en t  o f  a c t u a l  p r i c e s  some­
t im es  p re c e d in g  t h e  o c c u r r e n c e  o f  t h e  e v e n t  which 
i s  t h e  b a s i s  o f  t h e  change in  i n t r i n s i c  v a lu es  ( i . e . ,  
when th e  e v e n t  i s  a n t i c i p a t e d  by th e  m arke t  b e f o r e  
i t  a c t u a l l y  o c c u r s )  and sometimes f o l l o w i n g . ! 8
E s s e n t i a l l y  t h e  e f f i c i e n t  m arke t  h y p o t h e s i s  a s s e r t s  t h a t  th e  a c t u a l  p r i c e  
o f  a s e c u r i t y  i s  an u n b ia se d  e s t i m a t e  o f  i t s  i n t r i n s i c  o r  fundamenta l  
va lue  b ecause  o f  t h i s  p r i c e  a d ju s tm e n t  p r o c e s s .  Thus ,  a p a r t  from f o r ­
t u i t o u s  c h o i c e ,  o n ly  a s u p e r i o r  fundamenta l  a n a l y s t  can e a r n  abnormal
r e t u r n s  in  such a m a rk e t ,  which means he has  i n f o r m a t i o n  no one e l s e  h a s ,
o r  has g r e a t e r  i n s i g h t  i n t o  a v a i l a b l e  i n f o r m a t i o n  from which he can g le an  
new i n f o r m a t i o n .
Eugene F. Fama, "What Random Walk R e a l ly  Means," The I n s t i t u ­
t i o n a l  I n v e s t o r , Vol.  I I ,  No. 4 ( A p r i l ,  1968 ) ,  p .  38.
! ?  R ev s in e ,  0£ .  e f t . , p.  484.
! 8  Fama, oj^. c i t . ,  p.  39.
Fama has  o u t l i n e d  t h r e e  forms o f  m arke t  e f f i c i e n c y .^9 The weak 
form s t a t e s  t h a t  knowledge o f  p a s t  s e c u r i t y  r e t u r n s  w i l l  n o t  a s s i s t  i n  
p r e d i c t i n g  f u t u r e  r e t u r n s .  The s e m i - s t r o n g  form s t a t e s  t h a t  no abnormal 
r e t u r n s  can be e a rn ed  u s i n g  p u b l i c l y  a v a i l a b l e  i n f o r m a t i o n ,  which o f  
c o u r s e  i n c l u d e s  f i n a n c i a l  s t a t e m e n t s .  And f i n a l l y  a s t r o n g  form which 
p o s i t s  t h a t  no i n f o r m a t i o n ,  w h e th e r  i t  i s  p u b l i c  o r  i n s i d e ,  w i l l  be  o f  
use i n  t h e  q u e s t  f o r  abnormal r e t u r n s .  In  each  c a s e ,  p r i c e s  r e a c t  
q u i c k l y  and u n b ia s e d ly  to  new in f o r m a t i o n .  Beaver s t a t e s  t h a t  t h e r e  i s  
n o t  a s i n g l e  p rom inen t  s tu d y  o f  s e c u r i t y  p r i c e  b e h a v i o r  t h a t  has docu­
mented an i n e f f i c i e n c y  in  t h e  s e m i - s t r o n g  f o r m ^  and he f u r t h e r m o r e  p r o ­
v ides  ev id en ce  which i s  remarkably  c o n s i s t e n t  w i th  t h e  n o t i o n  o f  an 
e f f i c i e n t  marke t  o f  t h e  s e m i - s t r o n g  v a r i e t y . 2 1
The e x i s t e n c e  o f  e f f i c i e n t  m arke ts  ho lds  ve ry  d e f i n i t e  i m p l i ­
c a t i o n s  f o r  th e  u s e f u l n e s s  o f  a c c o u n t in g  d a t a .  Simply s t a t e d ,  a l agged  
r e l a t i o n s h i p  between a c c o u n t in g  flow v a r i a b l e s  and t h e  r i s k - a d j u s t e d  
r a t e  o f  r e t u r n  c a n n o t  e x i s t  in  such an e n v i ro n m e n t .  However,  w h i l e  t h e  
e v id e n c e  i s  s t r o n g ,  t h e  n o t i o n  o f  t h e  e x i s t e n c e  o f  e f f i c i e n t  m arke ts  i s  
n o t  a s e t t l e d  m a t t e r  and th e  h y p o th e s i s  s h o u ld  be s u b j e c t e d  t o  f u r t h e r  
t e s t i n g .  T h e r e f o r e ,  t h e  t e s t s  a r e  performed w i th  th e  a p r i o r i  e x p e c t a t i o n  
t h a t  a lagged  r e l a t i o n s h i p  w i l l  n o t  be uncovered .  I f  a r e l a t i o n s h i p  i s
E. Fama, " E f f i c i e n t  C a p i t a l  M arke ts :  A Review o f  Theory  and
E m p ir ica l  Work, " J o u rn a l  o f  F in a n c e , Vol.  XXV (May, 19 7 0 ) ,  pp.  383-417 .
20 W il l iam  H. B eaver ,  "The B ehav io r  o f  S e c u r i t y  P r i c e s  and I t s  
I m p l i c a t i o n s  f o r  Account ing  Research (M e thods ) , "  Working P ap e r  #203 
( S t a n f o r d ,  C a l i f o r n i a :  Graduate  School o f  B u s in e s s  S t a n f o r d  U n i v e r s i t y ,  
May, 1971) ,  p. 29.
21 W i l l iam  H. B ea v e r ,  "The In f o r m a t io n  C o n ten t  o f  Annual E a rn ings  
Announcements ,"  Em pir ica l  Research in  A ccoun t ing :  S e l e c t e d  S t u d i e s ,  1968,
Supplement t o  J o u r n a l  o f  Account ing  R e s e a r c h ,  Vol.  VI (Chicago:  I n s t i t u t e  
o f  P r o f e s s i o n a l  A ccountancy ,  1969) ,  pp.  67 -92 .
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d i s c o v e r e d ,  1 t  w i l l  be I n t e r p r e t e d  as p r o o f  t h a t  t h e  a c c o u n t in g  flow 
v a r i a b l e s  a r e  a b l e  t o  p r e d i c t  f u t u r e  m arke t  pe r fo rm ance  o f  common s t o c k s  
and prima f a c i e  e v id e n c e  d i s p r o v i n g  th e  e f f i c i e n t  m arke t  h y p o t h e s i s .
I f ,  on t h e  o t h e r  h a n d ,  th e  e v id e n c e  i s  c o n s i s t e n t  w i th  t h e  a p r i o r i  
e x p e c t a t i o n ,  t h e  a c c o u n t in g  v a r i a b l e s  w i l l  be  deemed u n a b le  to  p r e d i c t  
f u t u r e  m arke t  pe r fo rm ance  and th e  r e l a t i o n s h i p  be tween t h e  a l t e r n a t i v e  
a c c o u n t i n g  flow v a r i a b l e s  and th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  o v e r  c o n ­
c u r r e n t  t im e  p e r i o d s  w i l l  t h e n  be examined t o  d e te r m in e  t h e  e x t e n t  o f  
contemporaneous  a s s o c i a t i o n ,  s i n c e ,  as o u t l i n e d  b e lo w ,  t h e  degree  o f  
contemporaneous a s s o c i a t i o n  i s  a l s o  a measure  o f  t h e  r e l a t i v e  u s e f u l ­
n e s s  o f  t h e  d a t a  t o  i n v e s t o r s .
The a p r i o r i  grounds f o r  e x p e c t i n g  t o  f i n d  a contemporaneous 
a s s o c i a t i o n  r e s t  upon t h r e e  m a jo r  a s su m p t io n s :
1 .  A ccoun t ing  measures  th e  p r o p e r  economic e v e n t s ,  i . e .  t h o s e  
e v e n t s  which w i l l  u l t i m a t e l y  de te rm in e  th e  f u t u r e  cash flows 
a c c r u i n g  to  t h e  i n v e s t o r .
2 .  One c h a r a c t e r i s t i c  o f  t h e  n a t u r e  o f  t h e s e  even ts  i s  t h a t  
th e y  a r e  s y s t e m a t i c a l l y  r e l a t e d .  T h e i r  s t a b i l i t y  ov e r  t im e  p r o v i d e s  
a b a s i s  f o r  p r e d i c t i n g  th e  t r e n d  and v a r i a b i l i t y  o f  f u t u r e  cash  
f low s .
3.  An e f f i c i e n t  m arke t  w i l l  i n s t a n t l y  and u n b ia s e d ly  impound 
t h i s  i n f o r m a t i o n  i n t o  common s t o c k  p r i c e s  and t h u s  a s s u re  a con tem ­
poraneous  a s s o c i a t i o n .
I f  an a s s o c i a t i o n  i s  o b se rv ed ,  i t  w i l l  be i n t e r p r e t e d  t h a t  a c c o u n t in g  flow 
v a r i a b l e s  r e f l e c t  t h e  same u n d e r ly in g  e v e n t s  t h a t  a r e  r e f l e c t e d  i n  s e c u r i t y  
p r i c e s .  The u s e f u l n e s s  o f  t h e  a c c o u n t in g  d a t a  i n  su ch  an env i ronm en t  l i e s
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1n i t s  a b i l i t y  t o  s u b s t a n t i a t e  e q u i l i b r i u m  m arke t  p r i c e s .  The i m p l i c a t i o n  
f o r  I n v e s t o r s  i s  t h a t  th e y  can c o n t i n u e  t o  r e l y  upon th e  more t im e ly  and 
pe rhaps  l e s s  e x p en s iv e  i n f o r m a t i o n  s o u r c e s  t h a t  th e y  have been u t i l i z i n g .  
B eave r ,  K e t t l e r  and o c h o les  examined t h e  d e g re e  o f  a s s o c i a t i o n  between 
m a rk e t -d e te r m in e d  measures  o f  r i s k  and a c c o u n t in g  r i s k  measures  and found 
t h a t  t h e r e  was a h igh  degree  o f  contemporaneous a s s o c i a t i o n  be tween t h e  
t w o . ^  One i n t e r p r e t a t i o n  o f  t h e s e  r e s u l t s  t h a t  th e  a u t h o r s  o f f e r e d  which 
1s germane t o  t h i s  s t u d y  was t h a t  " t h e  a c c o u n t in g  d a t a  and t h e  marke t r i s k  
measure a r e  j o i n t l y  r e f l e c t i n g  t h e  same u n d e r l y i n g  e v e n t s  and i n v e s t o r s  
a r e  r e a c t i n g  to  t h o s e  e v e n t s ,  r a t h e r  than  t o  t h e  a c c o u n t in q  d a t a  them­
s e l v e s .  "23 I f  no a s s o c i a t i o n  i s  o b s e r v e d ,  unequ ivoca l  s t a t e m e n t s  a v e r r i n g  
t h a t  the  a c c o u n t in g  flow v a r i a b l e s  do n o t  r e f l e c t  th e  same u n d e r ly in g  
e v e n t s  t h a t  a r e  r e f l e c t e d  in  s e c u r i t y  p r i c e s  can n o t  be  made w i t h o u t  
f u r t h e r  i n v e s t i g a t i o n .  The s t r o n g e s t  s t a t e m e n t  t h a t  can be made i s  t h a t  
i f  a r e l a t i o n s h i p  between t h e  a c c o u n t in g  flow v a r i a b l e s  and th e  r i s k -  
a d j u s t e d  r a t e  o f  r e t u r n  does in  f a c t  e x i s t ,  t h e  p r e d i c t i v e  model used 
h e r e in  i s  in a d e q u a te  t o  convey t h a t  r e l a t i o n s h i p .
THE EXPECTATIONAL MODEL
Many o t h e r  s t u d i e s  have endeavored  t o  p r e d i c t  f u t u r e  n e t  i n ­
come. A t te m p t in g  t o  p r e d i c t  f u t u r e  income from p r e s e n t  income i s  a 
f r u i t l e s s  e x e r c i s e . 24 L i t t l e  i s  known ab o u t  t h e  p s y c h o l o g i c a l  mechanics
22 u B e a v e r ,  P. K e t t l e r ,  and M. S c h o l e s ,  "The A s s o c i a t i o n  Between 
Market Determined  and A ccoun t ing  Determined Risk M easu res , "  The Accounting  
Review, Vol.  XLV, No. 4 ( O c to b e r ,  1 9 7 0 ) ,  pp .  654-82 .
23 I b i d . , p .  679.
24 R ev s in e ,  0£ .  c i t . , p.  496.
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o f  m arke t  a d j u s t m e n t ,  and abou t  t h e  way i n  which t h e  marke t  d i g e s t s  and 
t r a n s f o r m s  i n f o r m a t i o n  i n t o  th e  a p p r o p r i a t e  r a t e  o f  r e t u r n .  T h e r e f o r e ,  
t h e  v a r i a b l e  t o  be p r e d i c t e d  s h o u ld  be one o f  economic r e l e v a n c e  t o  
t h e  i n v e s t o r ,  namely t h a t  p o r t i o n  o f  the  r a t e  o f  r e t u r n  which stems 
from ev en ts  un ique t o  the  p a r t i c u l a r  company. The e x a c t  s p e c i f i c a t i o n  
o f  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  which t h e  i n v e s t o r  must p r e d i c t ,  
assumes e q u i l i b r i u m  in  t h e  c a p i t a l  markets  and i s  based  on t h e  seminal  
work i n  m a r k e t - l i n e  th e o r y  done by S h a rp e ,  M arkowi tz ,  L i n t n e r ,  Fama 
and o t h e r s . ^  The model s p e c i f i e s  the  e x p e c t e d ,  e q u i l i b r i u m  r i s k  and 
r e t u r n  p a ra m e te r s  f o r  i n d i v i d u a l  s e c u r i t i e s ,  w i th  r i s k  b e in g  d e f in e d  
in  a p o r t f o l i o  c o n t e x t .  In a d d i t i o n ,  th e  model i s  d e s ig n e d  t o  measure 
th e  d e v i a t i o n  between e x p e c te d  r e t u r n s  and a c t u a l  r e t u r n s  r e a l i z e d  d u r in g  
a g iven  h o l d i n g  p e r i o d .  This  d e v i a t i o n  i s  t h e  v a r i a b l e  o f  i n t e r e s t  to  
t h e  i n v e s t o r  and i s  d e f i n e d  i n  t h i s  s tudy  as  th e  r i s k - a d j u s t e d  r a t e  o f  
r e t u r n .
The d e t e r m i n a t i o n  o f  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  i s  a c ­
complished  i n  two s t e p s .  F i r s t ,  t h e  v o l a t i l i t y  o f  each s t o c k  must be 
measured and e v a l u a t e d .  The r i s e  and f a l l  o f  s t o c k  in  g e n e r a l  i s  well
25 The development o f  c a p i t a l  m arke t  t h e o r y  can be  found in  th e  
f o u r  works below:
W il l i am  F. S h a rp e ,  "C ap i t a l  A s s e t  P r i c e s :  A Theory  o f  Market
E q u i l i b r iu m  Under C o n d i t i o n s  o f  R i s k , "  The J o u r n a l  o f  F i n a n c e , Vol.  XIX 
(S ep tem b er ,  1964) ,  pp.  425-442.
Harry  M. Markowitz ,  P o r t f o l i o  S e l e c t i o n :  E f f i c i e n t  D i v e r s i f i ­
c a t i o n  o f  In v e s tm en t s  (New YoriT: John Wiley & S o n s ,  1959).
John L i n t n e r ,  "The V a lu a t io n  o f  Risk A s s e t s  and t h e  S e l e c t i o n  
o f  Risky In v es tm en t s  i n  Stock P o r t f o l i o s  and C a p i t a l  B u d g e t s , "  Review o f  
Economics and S t a t i s t i c s , Vol.  XLVII (F eb h u a ry ,  1 9 6 5 ) ,  pp.  13-37.
Eugene F. Fama, "R isk ,  Return and E q u i l i b r iu m :  Some C l a r i f y ­
i n g  Comments," The J o u r n a l  o f  F in a n c e , Vol.  XXIII ,  No. 1 (March, 1968) ,  
pp.  29-40.
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measured and d e f i n e d  by b ro a d  market i n d i c e s  such as t h e  S t a n d a r d  and P o o r ' s  
500 I n d u s t r i a l  Index .  Some s t o c k s  t e n d  t o  magnify th e  movement o f  th e  
m arke t  due to  t h e i r  own p e c u l i a r i t i e s :  e a r n i n g s ,  l e v e r a g e ,  m a r k e t a b i l i t y ,  
supp ly /d em an d ,  e t c .  These s t o c k s  a re  more v o l a t i l e  b e ca u se  th e y  t e n d  t o  
r i s e  more and f a l l  more than  the  m arke t .  Others  tend  t o  be  l e s s  v o l a t i l e  
t h a n  th e  m a r k e t . 26 The Sharpe  Diagonal Model r e g r e s s e s  e m p i r i c a l  o b s e r v a ­
t i o n s  o f  ex p o s t  i n d i v i d u a l  s e c u r i t y  r e t u r n s  ov e r  t i m e ,  on ex p o s t  marke t 
r e t u r n s . 27 The b e t a  c o e f f i c i e n t  o f  t h e  r e s u l t i n g  e s t i m a t e d  r e g r e s s i o n  
e q u a t i o n  measures  t h e  e x t e n t  to  which a s to c k  moves w i t h  t h e  m arke t .  I t  
has  a d i r e c t  r e l a t i o n s h i p  t o  the  c o n c e p t  o f  c o v a r i a n c e . 28
Armed w i th  the  " b e t a "  f o r  each s e c u r i t y ,  the  s econd  phase i n  t h e  
d e t e r m i n a t i o n  o f  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  i s  g iv en  by m ark e t -  
l i n e  t h e o r y  o f  th e  two p a ra m e te r  model ( e x p e c te d  r i s k ,  r e t u r n ) .  The e s s e n ­
t i a l  f e a t u r e  o f  t h e  model i s  t h a t ,  i n  e q u i l i b r i u m ,  the  e x p e c t e d  r e t u r n  on 
an i n d i v i d u a l  s e c u r i t y  i s  a p o s i t i v e  l i n e a r  f u n c t i o n  o f  t h e  s e c u r i t y ' s  
" b e t a "  as measured by the  c o v a r i a n c e  o f  i t s  r e t u r n s  w i th  t h e  r e t u r n s  on 
t h e  m arke t  p o r t f o l i o . 2^ E s s e n t i a l l y  the  model s t a t e s  t h a t  th e  g r e a t e r  t h e  
r i s k  (as  d e f i n e d  above) an i n v e s t o r  i s  w i l l i n g  t o  assume, t h e  g r e a t e r  reward
^  M e r r i l l ,  Lynch, P i e r c e ,  Fenner and Sm i th ,  S tock  P o r t f o l i o -  
Market S e n s i t i v i t y  Summary F ind ings  and S u g g e s t i o n s ,  U npub l ished  m a t e r i a l ,  
1971,  p. 1 0 .
^  W i l l iam  F. S h a r p e ,  "A S i m p l i f i e d  Model f o r  P o r t f o l i o  A n a l y s i s , "  
Management S c i e n c e , Vol.  9 ,  No. 2 ( J a n u a r y ,  19 6 3 ) ,  pp.  277-293 .
2** B ea v e r ,  K e t t l e r ,  S c h o l e s ,  op.  c i t . , p. 658.
29 Michael J e n s e n ,  "R isk ,  The P r i c i n g  o f  C a p i t a l  A sse t s  and t h e  
E v a lu a t io n  o f  Inves tm en t  P o r t f o l i o s , "  The J o u r n a l  o f  B u s in e s s  o f  th e  
U n i v e r s i t y  o f  C h ic ag o , Vol.  42 ,  No. 2 ( A p r i l ,  1969 ) ,  pp.  1 6 7 - lS S ,  r e ­
p r i n t e d  in  E. Bruce F r e d r i k s o n ,  F r o n t i e r s  o f  Inves tm en t  A n a ly s i s  ( 2 d  e d .  
S c r a n to n :  I n t e r n a t i o n a l  Textbook Company, 1971) ,  p.  200 .
he r e q u i r e s  t o  induce  ow nersh ip .  T h i s . . r a t e  o f  r e t u r n  i s  compared w i th  
th e  a c t u a l  r a t e  o f  r e t u r n .  The d i f f e r e n c e  i s  t h e  r i s k - a d j u s t e d  r a t e  
o f  r e t u r n  which stems from th o s e  economic e v e n t s  which a r e  unique  to  
t h a t  f i r m .
METHODOLOGY
T h i s  s tu d y  a t t e m p t s  to  d e te rm in e  from e m p i r i c a l  d a t a  t h e  
r e l a t i o n s h i p  between each  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e  (EA, ER, 
CR, ER-aI )  f o r  t im e  p e r i o d  t - l_  and f o r  t ime  p e r i o d  t ,  and th e  r i s k -  
a d j u s t e d  r a t e  o f  r e t u r n  f o r  t ime p e r i o d  t .  The t e s t s  o f  a s s o c i a t i o n  
and p r e d i c t i o n  t r e a t  t h e  a c c o u n t in g  v a r i a b l e s  as t h e  in d e p e n d e n t  
v a r i a b l e s  and th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  as t h e  d ependen t  
va r i  a b l e .
C r o s s - s e c t i o n a l  r e g r e s s i o n  and c o r r e l a t i o n  a n a l y s i s  i s  used
to  measure  t h e  a s s o c i a t i o n  between v a r i a b l e s .  The re a so n  f o r  s e l e c t i n g
t h i s  t e c h n i q u e  i s  s u c c i n c t l y  s t a t e d  by Chou in  h i s  i n t r o d u c t o r y  remarks
on r e g r e s s i o n  and c o r r e l a t i o n :
T h i s  p ro c e d u re  i s  a l s o  t h a t  o f  p r e d i c t i o n ,  and p r e ­
d i c t i o n  i s  t h e  c e n t r a l  f u n c t i o n  o f  s c i e n c e .  The 
main t a s k  o f  s c i e n c e  i s  t o  d i s c o v e r  t h e  g e n e r a l  r e ­
l a t i o n s h i p s  between o bse rved  v a r i a b l e s  and t o  s t a t e  
t h e  n a t u r e  o f  such r e l a t i o n s h i p s  p r e c i s e l y  in  m a th e ­
m a t i c a l  te rms so  t h a t  t h e  v a lu e  o f  one v a r i a b l e  can 
be p r e d i c t e d  on t h e  b a s i s  o f  t h a t  o f  a n o t h e r . 30
The c r i t e r i o n  f o r  u s e f u l n e s s  i s  h i g h e r  c o r r e l a t i o n  between 
th e  o p e r a t i o n a l  measure  o f  r a t e  o f  r e t u r n  and a flow m easu re ,  as th e  
flow measure  i s  v a r i e d  so  t h a t  i t  i s  a l t e r n a t i v e l y  i n d e p e n d e n t  o f  s e ­
l e c t e d  a c c o u n t in g  p r i n c i p l e s  t h a t  a r e  p r e s e n t l y  g e n e r a l l y  a c c e p te d .
30 Ya-lun Chou, Applied B us iness  and Economic S t a t i s t i c s  (New 
York: H o l t ,  R i n e h a r t  and W inston ,  I n c . ,  1963) ,  p.  404.
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The f i r s t  s e t  o f  t e s t s  w i l l  examine t h e  p o s s i b i l i t y  o f  t h e  e x i s t e n c e  o f  a 
lagged  r e l a t i o n s h i p .  Such a r e l a t i o n s h i p  would be i d e a l  ev idence  o f  t h e  
f u t u r e  p r e d i c t i v e  a b i l i t y  o f  annual a c c o u n t in g  flow d a t a .  The second 
s e t  o f  t e s t s  w i l l  focus  on t h e  e x t e n t  o f  contemporaneous a s s o c i a t i o n .  
These t e s t s  e v a l u a t e  the  a c c o u n t in g  d a t a  in  te rm s  o f  t h e i r  a b i l i t y  to  
s u b s t a n t i a t e  e q u i l i b r i u m  m arke t  p r i c e s .
SUMMARY
The a c c o u n t in g  p r o f e s s i o n  h a s  t r a d i t i o n a l l y  a s s e r t e d  t h a t  i t  
s e r v e s  a u s e f u l  f u n c t i o n  by r e p o r t i n g  s e l e c t e d  economic d a t a  on i n d i v i d u a l  
companies t o  t h e  in v e s tm e n t  community.  This  h y p o t h e s i s  can on ly  be 
v a l i d a t e d  by o b s e r v in g  i t s  c o n s i s t e n c y  w i th  observed  b e h a v i o r .  This  
s t u d y ,  by e m p i r i c a l l y  t e s t i n g  the  p r e d i c t i v e  a b i l i t y  o f  a l t e r n a t i v e  
annual a c c o u n t in g  flow v a r i a b l e s ,  w i l l  f u r n i s h  t e n t a t i v e  e v id en c e  con­
c e r n i n g  th e  r e l a t i v e  u s e f u l n e s s  o f  a l t e r n a t i v e  a c c o u n t in g  p ro ced u res  
as t h e y  a re  a p p l i e d  in  th e  p r e p a r a t i o n  o f  annual  a c c o u n t in g  r e p o r t s  to  
t h e  i n v e s t o r .
This c h a p t e r  i s  an i n t r o d u c t i o n  and overv iew t o  th e  e n t i r e  
p r o j e c t .  I t s  p u rpose  i s  t o  e s t a b l i s h  th e  t h e o r e t i c a l  framework from 
and w i t h i n  which th e  i n v e s t i g a t i o n  i s  t o  be c o n d u c te d .  The p e r t i n e n t  
t o p i c s  and th e  r e l a t e d  problems which must be  a d d re s s ed  have on ly  been 
d e l i n e a t e d  and a r e  d e a l t  w i t h ,  in  d e p t h ,  i n  t h e  rem a in ing  c h a p t e r s .
C hap ter  I I  i s  a rev iew  o f  some o f  t h e  im p o r t a n t  t h e o r e t i c a l  
and e m p i r i c a l  s t u d i e s  t h a t  have been u n d e r ta k en  in  t h i s  a r e a .  This  
p ro v id e s  a background on t h e  work done to  d a t e  and s e r v e s  t o  i l l u s t r a t e  
how t h e  methodology and t h e o r i z i n g  o f  t h i s  p r o j e c t  r e l a t e s  t o ,  and i n
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many i n s t a n c e s  r e s t s  upon, p re v io u s  work done in  t h e  f i e l d .
C hap te r  I I I  examines th e  r e l a t i o n s h i p  be tween a c c o u n t in g  d a ta  
and th e  i n v e s t o r ' s  r a t e  o f  r e t u r n .  The r a t i o n a l e  b e h in d  th e  i n v e s t o r ' s  
a c t i v i t i e s  i s  h y p o th e s i z e d  and  r e l a t e d  t o  t h e  c o r p o r a t e  e a r n i n g s  s t r e am .  
The a c c o u n t in g  p r o c e s s  and s e l e c t e d  p r i n c i p l e s  o f  income d e t e r m i n a t i o n  
a r e  th e n  a n a ly z e d  i n  l i g h t  o f  t h e  i n v e s t o r ' s  n e e d s .  This  l e a d s  t o  th e  
f o r m u l a t i o n  o f  th e  hypo theses  t o  be t e s t e d .
C hap ter  IV develops  th e  e x p e c t a t i o n a l  model t h a t  l e a d s  t o  the  
f o r m u l a t i o n  o f  a r i s k - a d j u s t e d  r a t e  o f  r e t u r n  t h a t  has economic r e l e ­
vance  t o  t h e  i n v e s t o r .  The ex p ec ted  u t i l i t y  maxim i s  an a ly zed  from 
t h e  p e r s p e c t i v e  o f  a M a r k o w i t z - e f f i c i e n t  i n v e s t o r .  S y s t e m a t i c  r i s k  
and t h e  p r i c i n g  o f  c a p i t a l  a s s e t s  in  e q u i l i b r i u m  a r e  then  c o n s i d e r e d  
i n  view o f  r e c e n t  developments  in  m a r k e t - l i n e  t h e o r y .
C hap ter  V i s  the  methodology c h a p t e r .  I t  d e s c r i b e s ,  in  d e ­
t a i l ,  t h e  s t a t i s t i c a l  p ro ced u res  and m a th em at i ca l  f o r m u l a t i o n s  which 
a r e  u sed  t o  t e s t  t h e  h y p o th e s e s .  The sample  and v a r i a b l e  s p e c i f i c a t i o n s  
a r e  a l s o  d e f i n e d .
C hap ter  VI d i s c l o s e s  th e  r e s u l t s  o f  t h e  t e s t s ,  t h e  c o n c lu s io n s  
drawn t h e r e f r o m ,  and the  r e l a t i o n s h i p  between t h e s e  f i n d i n g s  and t h e  f i n d ­
i n g s  o f  o t h e r  s i m i l a r  i n v e s t i g a t i o n s .
CHAPTER I I
REVIEW OF RELEVANT LITERATURE
This  c h a p t e r  e x p l o r e s  th e  work done t o  d a t e  by a c c o u n t in g  t h e o ­
r i s t s .  S p e c ia l  a t t e n t i o n  i s  d i r e c t e d  toward  d i s c o v e r i n g  t h e  r e l a t i o n s h i p  
be tween t h e  f r u i t s  o f  t h e i r  e f f o r t s  and t h e  r e s o l u t i o n  o f  t h e  i n v e s t o r ' s  
p rob lem .  In most i n s t a n c e s  t h e  r e l a t i o n s h i p  i s  i n s u f f i c i e n t l y  d e v e lo p e d .  
The l i t e r a t u r e  r e l e v a n t  t o  t h i s  s tu d y  i s  d iv id e d  i n t o  t h r e e  p a r t s :  h i s t o r i ­
c a l  p e r s p e c t i v e ,  t h e o r e t i c a l  e x p o s i t i o n  and e m p i r i c a l  s t u d i e s .
HISTORICAL PERSPECTIVE
John Maynard Keynes once w r o t e  t h a t  t h e  modern age began w i t h  
t h e  s i x t e e n t h  c e n tu r y  accum ula t ion  o f  c a p i t a l ,  and E n g l a n d ' s  f o r e i g n  i n ­
ves tm en t  comnenced s u b s e q u e n t  to  t h e  t im e  t h a t  S i r  F r a n c i s  Drake a p p r o ­
p r i a t e d  Span ish  t r e a s u r e . 1 The very  n a t u r e  o f  m e r c a n t i l i s m  n e c e s s i t a t e d  
t h e  development o f  an economic u n i t  which  would be a c o n t i n u i n g  e n t e r ­
p r i s e ,  as opposed t o  a v e n t u r e ,  and a u n i t  which cou ld  accommodate t h e  i n ­
v e s tm en t  o f  a b s e n t  owners t o  whom p e r i o d i c  r e t u r n s  would a c c r u e .  The 
c o r p o r a t i o n  came i n t o  e x i s t e n c e  to  meet  t h e s e  needs and i n  t u r n  s t i m u ­
l a t e d  t h e  expans ion  o f  bookkeeping i n t o  a c c o u n t in g  by r e q u i r i n g  t h a t  a 
p r o p e r  d i s t i n c t i o n  be tween c a p i t a l  and income be m a i n t a i n e d .  Thus t h e  
c e n t r a l  a c c o u n t in g  i s s u e  i n  a c o r p o r a t i o n  conce rned  t h e  co m p u ta t io n  o f
^ 'Economic P o s s i b i l i t i e s  f o r  Our G r a n d c h i l d r e n ,"  S a t u r d a y  Evening 
P o s t , O c tober  11,  1930, p.  160.
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p e r i o d i c  n e t  income which u l t i m a t e l y  would be made a v a i l a b l e  t o  t h e  owners 
in  t h e  form o f  d i v i d e n d s . 2 The o b j e c t i v e  o f  f i n a n c i a l  s t a t e m e n t s  was t o  
e v a l u a t e  t h e  pe r form ance  o f  management i n  a c t i n g  as f i d u c i a r y  o f  th e  funds 
e n t r u s t e d  t o  i t  and i n v e s t i n g  such funds t o  p roduce  a p r o f i t . 3 The s t a t e ­
ments  were viewed as p r o v i d i n g  t h e  answer to  t h e  q u e s t i o n :  "How has my
in v e s t m e n t  f a r e d ? "
The e a r l y  d e f i n i t i v e  works d ev o ted  t o  t h e  developm ent  and expo­
s i t i o n  o f  a c c o u n t in g  c o n ce p t s  and a c c o u n t in g  th e o r y  u s u a l l y  mentioned  
s t o c k h o l d e r s  o r  i n v e s t o r s  as b e i n g  among t h e  u s e r s  o f  t h e  f i n a n c i a l  s t a t e ­
ments p r e p a r e d  in  acco rd an ce  w i th  t h e  p a r t i c u l a r  c o n c e p t s  a n d / o r  t h e o r y  
b e i n g  advanced.  But o t h e r  u s e r  groups  such as c r e d i t o r s ,  management, gov­
e rnm en ta l  a u t h o r i t i e s ,  l a b o r  and consumers were a l s o  b e in g  c o n s id e r e d  as 
t h e  a c c o u n t in g  d a t a  was be in g  p r o c e s s e d  f o r  p r e s e n t a t i o n  i n  t h e  " a l l - p u r p o s e "  
s t a t e m e n t s .  O b v io u s ly ,  a l l  t h e s e  i n t e r e s t e d  p a r t i e s  c a n n o t  be s e r v e d  by 
one s e t  o f  f i n a n c i a l  s t a t e m e n t s  b ecau se  d i f f e r e n t  u s e r  groups r e q u i r e  
d i f f e r e n t  k inds  o f  i n f o r m a t i o n .  For ex am p le ,  cash flow i n f o r m a t i o n ,  o f  
some im por tance  t o  e q u i t y  i n v e s t o r s ,  i s  o f  t h e  u tm os t  conce rn  to  c r e d i ­
t o r s  f o r  whom i t  p r o v id e s  th e  p r im ary  b a s i s  f o r  a s s e s s i n g  th e  b o r r o w e r ' s  
l i q u i d i t y .  Long- te rm l e n d e r s ,  p a r t i c u l a r l y ,  r e q u i r e  more i n f o r m a t i o n  than  
i s  p ro v id e d  by s t a t i c  f i n a n c i a l  s t a t e m e n t  v a l u e s .  They r e q u i r e  knowledge 
o f  f u t u r e  paym ents ,  a v a i l a b i l i t y  o f  l i n e s  o f  c r e d i t ,  f e a s i b i l i t y  o f  manage­
m e n t ' s  p lan s  t o  meet c a p i t a l  n e e d s ,  and t h e  p r i o r i t y  o f  t h e  c la im s  o f
2 A. C. L i t t l e t o n ,  Accounti  ng E v o l u t io n  t o  1900 (New York: Re­
i s s u e d  by R u ss e l l  & R u s s e l l ,  a d i v i s i o n  o f  Atheneum H ouse ,  I n c . ,  1966) ,
p.  206. 
o
A r th u r  Young & Company, The O b j e c t i v e  o f  F i n a n c i a l  S t a t e m e n t s : 
Responding to  I n v e s t o r s '  Needs ,  p a p e r  p r e s e n t e d  t o  t h e  Account ing  O b je c ­
t i v e s  Study Group. (New York: A r th u r  Young & C o . ,  May, 1972) ,  Foreward.
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v a r i o u s  l e n d e r s . ^ J u s t  as  c r e d i t o r s  have s p e c i f i c  i n f o r m a t i o n a l  n e e d s ,  
so  do i n v e s t o r s .  In a d d i t i o n  t o  e v a l u a t i n g  p a s t  p e r f o r m a n c e ,  i n v e s t o r s  
must be p ro v id e d  w i th  in fo r m a t io n  n e c e s s a r y  t o  make r a t i o n a l  in v e s t m e n t  d e ­
c i s i o n s  i n  t h e  p r e s e n t  abou t  pe r fo rm ance  in  t h e  f u t u r e ,  A review o f  l i t e r a ­
t u r e  in  a c c o u n t in g  th e o ry  i n d i c a t e s  t h a t  u n t i l  q u i t e  r e c e n t l y  ve ry  l i t t l e  
had been done t o  d e m o n s t ra t e  t h a t  a c c o u n t in g  and t h e  a c c o u n t in g  p r o c e s s  
p ro v id e  u s e f u l  i n f o r m a t io n  to  t h e  i n v e s t o r .
THEORETICAL EXPOSITION
The b e s t  known o f  t h e  e a r l y  a d v o ca te s  o f  t h e  e n t i t y  t h e o r y  ( i . e . ,  
a s s e t s  = e q u i t i e s ) ,  W il l iam  P a t o n ,  s t a t e d  t h a t :  " . . . t h e  s t o c k h o l d e r ' s  
e q u i t y  i s  e l a s t i c  and r e s i d u a l ,  and r e s i d u a l  e q u i t y  i s  o f  p a r t i c u l a r  im­
p o r t a n c e  t o  t h e  a c c o u n ta n t  b ecau se  i t  i s  i n  such an e q u i t y  t h a t  much o f  
h i s  work comes to  fo c u s .  The a n a l y t i c a l  work o f  t h e  a c c o u n t a n t ,  h i s  j u d g ­
m e n ts ,  e s t i m a t e s ,  v a l u a t i o n s ,  b e a r  upon and a r e  o f  e s p e c i a l  im por tance  to  
t h e  r e s i d u a l  i n t e r e s t . " 5 "In a l l  forms o f  b u s i n e s s  o r g a n i z a t i o n  th e  i n ­
t e r e s t s  o f  t h e  p r i v a t e  owners a r e  u p p e r m o s t . . . i t  i s  h a r d l y  p o s s i b l e  to  
overem phas ize  t h e  i n f l u e n c e  o f  t h e  p r i v a t e  e q u i t i e s  upon a c c o u n t in g  p r i n ­
c i p l e  and t e c h n i q u e . "6 Having g iven  p r i o r i t y  t o  t h e  i n v e s t o r s ,  Pa ton  
goes on t o  s ay :  " . . . t h e  income s t a t e m e n t  i s  o f  l i t t l e  im p o r t a n c e ,  showing 
as  i t  does an e l a b o r a t i o n  o f  an e lem en t  f i n a l l y  i n c o r p o r a t e d  in  t h e  
b a l a n c e  s h e e t .  The b a l a n c e  s h e e t ,  t h e  f i n a n c i a l  summary, on th e  o t h e r  
h a n d ,  i s  o f  th e  u tm os t  consequence  f o r  ou r  p u r p o s e . "7 However,  i n  o r d e r  
t o  p r e s e n t  a b a l a n c e  s h e e t ,  one must  come t o  g r i p s  w i th  t h e  problem o f
4 I b i d . , s e c t i o n  e n t i t l e d ,  Needs o f  C r e d i t o r s .
5 W il l iam  A, P a to n ,  Accoun t ing  Theory  (New York: The Ronald P res s  
C o . , 19 2 2 ) ,  pp. 84-85 .
6 I b i d . , p.  19.
7 I b i d . , p .  20.
v a l u a t i o n ,  s i n c e  income and w e a l th  c a l c u l a t i o n s  r e q u i r e  t h a t  o b j e c t s  be
p
"valued"  i n  t h e  g e n e ra l  s en se  o f  t h e  t e rm .  The q u e s t i o n  a r i s e s :  Which
v a l u a t i o n  method i s  most  u s e f u l  to  th e  i n v e s t o r ?  Paton adhe red  t o  h i s ­
t o r i c a l  c o s t  w i th o u t  d e m o n s t r a t in g  how t h e  i n v e s t o r ' s  needs  were be ing  
met th rough t h e  use o f  h i s t o r i c a l  c o s t .  S t i l l  l a t e r ,  w h i l e  w r i t i n g  w i th  
L i t t l e t o n ,  Pa ton  c o n t in u e d  to  a d v o ca te  t h e  use  o f  h i s t o r i c a l  c o s t s  and 
argued  t h a t  d e p a r t u r e  from c o s t  t o  e s t i m a t e d  c u r r e n t  m arke t  v a lu e s  would 
be e n t i r e l y  f u t i l e  from the  s t a n d p o i n t  o f  t h e  measurement o f  p e r i o d i c  i n ­
come.® A p p a re n t ly  t h i s  i s  t h e  o r thodox  a c c o u n t i n g  v iew, as i s  ev idenced  
by t h e  g r e a t  m a j o r i t y  o f  th e  a c c o u n t in g  l i t e r a t u r e  as w e l l  as t h e  p r a c ­
t i c e  o f  a c c o u n t i n g . ^
Toward the  end o f  t h e  1 9 2 0 ' s ,  John  B. Canning, an e co n o m is t ,  
p u b l i s h e d  a book which p u rp o r ted  t o  r e c o n c i l e ,  compare and c o n t r a s t  th e  
d i s c i p l i n e s  o f  a cc o u n t in g  and e c o n o m i c s . ^  At t h e  t im e ,  emphas is  was 
s t i l l  on t h e  b a lan c e  s h e e t ,  though i t  was soon t o  s h i f t  t o  t h e  income 
s t a t e m e n t ,  and Canning su g g es te d  an improved th e o r y  o f  v a l u a t i o n  which 
would in  some i n s t a n c e s  move away from h i s t o r i c a l  c o s t .  He e x p l i c i t l y  
d i s c u s s e d  v a l u a t i o n s  i n  terms o f  f u t u r e  b e n e f i t s  and e x p e c t a t i o n s ,  some­
t h i n g  t h a t  a c c o u n t a n t s  had n o t  y e t  c o n s c i o u s l y  s u b s c r i b e d  t o ,  and a l ­
though he d i d  no t  ment ion  the  i n v e s t o r  s p e c i f i c a l l y ,  h i s  approach  t o  th e
O
R o b er t  R. S t e r l i n g ,  Theory o f  t h e  Measurement o f  E n t e r p r i s e  
Income (Lawrence,  Kansas:  The U n i v e r s i t y  P r e s s  o f  K ansas ,~19 7 0 ) ,  p.  15.
9
W il l iam  A. Paton and A. C. L i t t l e t o n ,  An I n t r o d u c t i o n  t o  Cor­
p o r a t e  A ccount ing  S tan d a rd s  (Chicago:  American A ccount ing  A s s o c i a t i o n ,
1940) ,  pp. 123-124.
^ S t e r l i n g ,  0£ .  c i t . , p .  17.
^ J o h n  B. Canning ,  The Economics o f  Accountancy (New York: The
Ronald P r e s s  Company, 1929).
problem o f  v a l u a t i o n  p rov ided  t h e  seminal  t h i n k i n g  t h a t  i n f l u e n c e d  a c ­
c o u n t in g  t h e o r i s t s  who w ro te  s u b se q u e n t  t o  World War I I ,  and who had come 
t o  t h e  r e a l i z a t i o n  t h a t  t h e  i n v e s t o r  problem co u ld  no t  be r e s o lv e d  s a t i s ­
f a c t o r i l y  w i t h o u t  c o n s i d e r i n g  e x p e c t a t i o n s .
During th e  decade o f  t h e  t h i r t i e s ,  two i m p o r t a n t  works were
1 ?w r i t t e n :  S t a b i l i z e d  Accounting by Henry Sweeney, and Account ing  Con-
I O
c e p t s  o f  P r o f i t  by S tephen Gilman. Sweeney was concerned  wi th  t h e  i n ­
v e s t o r ' s  r e a l  income in  terms o f  t h e  p u r c h a s in g  power o f  a d o l l a r ,  and 
p r i c e  l e v e l  changes .  However, Sweeney was on ly  s u g g e s t i n g  an a d j u s t m e n t  
o f  c o s t  f i g u r e s  in  o r d e r  t o  p r e s e n t  conm o n -d o l la r  s t a t e m e n t s .  While t h i s  
p roposa l  s h o u ld  have and d id  r e c e i v e  s e r i o u s  c o n s i d e r a t i o n  by a c c o u n t in g  
t h i n k e r s ,  i t  d id  no t  show how h i s t o r i c a l  c o s t s  o r  h i s t o r i c a l  c o s t s  a d ­
j u s t e d  f o r  p r i c e  l e v e l  changes were u s e f u l  t o  t h e  i n v e s t o r ,  g iven  t h e  
p r e s e n t  s t r u c t u r e  o f  a c c o u n t in g .  On t h e  o t h e r  hand ,  Gilman, upon whom 
t h e  s p e c t a c u l a r  c r a sh  o f  1929 made a s t r o n g  im p a c t ,  reco g n ized  t h e  need 
t o  accoun t  f o r  t h e  i n v e s t o r  and p la ce d  g r e a t e r  emphasis  on the  income 
s t a t e m e n t  th a n  on t h e  b a la n c e  s h e e t .  However, h i s  approach  to  income de­
t e r m i n a t i o n  was a c o n s e r v a t i v e  one ,  p a r t i c u l a r l y  on m a t t e r s  o f  rev e n u e  
r e c o g n i t i o n  and s t r i c t  adherence  to  t h e  h i s t o r i c a l  c o s t  p r i n c i p l e ,  and 
d i d  not p r o v id e  t h e  i n v e s t o r  w i th  t h e  n e c e s s a r y  i n f o r m a t io n  f o r  i n t e l l i ­
g e n t  in v e s tm en t  d e c i s i o n s .
O th e r  works w r i t t e n  d u r in g  t h e  ap p ro x im a te ly  tw e n ty - y e a r  p e r io d  
between 1940 and 1960 r e a l l y  d id  n o t  have very  much new t o  o f f e r .  They
12 Henry Sweeney, S t a b i l i z e d  Account ing  (New York: Harper  &
C o . ,  1936).
13Stephen Gilman, Account ing  Concepts  o f  P r o f i t  (New York: The
Ronald P r e s s  C o . , 1939).
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a l l  s p e c i f i c a l l y  i d e n t i f i e d  t h e  i n v e s t o r  as a prime u s e r  o f  t h e  f i n a n c i a l  
s t a t e m e n t s  but t y p i c a l l y  f a i l e d  to  e s t a b l i s h  t h e  c o n n ec t io n  between th e  
in fo r m a t io n  s u p p l i e d  in  t h e  s t a t e m e n t s  and t h e  i n f o r m a t i o n  needed by th e  
I n v e s t o r .  These works i n c l u d e  S a n d e r s ,  H a t f i e l d  and M o o r e ' s ,  A S t a t e ­
ment o f  Accounting  P r i n c i p l e s  (1 9 3 8 ) ;  Pa ton  and L i t t l e t o n ' s ,  An I n t r o ­
d u c t io n  to  C o rp o ra te  Account ing  S t a n d a r d s  (1 9 4 0 ) ;  The Dickenson Lec tu res  
i n  Accounting ( 1 9 4 3 ) ;  The Committee on A ccoun t ing  P r o c e d u r e s ' ,  R e s t a t e ­
ment and Rev is ion  o f  A ccoun t ing  Research  B u l l e t i n s  (1 9 5 3 ) ;  t h e  numerous 
p u b l i c a t i o n s  by t h e  American A ccoun t ing  A s s o c i a t i o n ,  p a r t i c u l a r l y ,  Ac­
co u n t in g  Concepts and S ta n d a r d s  U nder ly ing  C o r p o r a t e  F i n a n c i a l  S t a t e ­
ments (1948) ;  L i t t l e t o n ' s ,  S t r u c t u r e  o f  A ccount ing  Theory ( 1 9 5 3 ) ;  and 
l a s t ,  b u t  by no means l e a s t ,  t h e  sag e  comments o f  George 0 .  May, which 
w hi le  random and u n s y s t e m e t i z e d ,  n o n e t h e l e s s  a r e  q u i t e  r e l e v a n t .
In 1961 Edwards and B e l l ,  two e c o n o m i s t s ,  deve loped  a model f o r  
the  d e t e r m i n a t i o n  o f  n e t  income which was markedly  d i f f e r e n t  from the  t r a d i ­
t i o n a l  a c c o u n t in g  approach .  The a u t h o r s  m a in t a in e d  t h a t  a c c o u n t in g  p r o f i t  
s u f f e r s  from two b a s i c  l i m i t a t i o n s .  F i r s t ,  c o s t s  saved  by h o l d i n g  a s s e t s  
which have a p p r e c i a t e d  in  v a lu e  a re  n o t  d i s t i n g u i s h e d  from o p e r a t i n g  p r o ­
f i t  ( c u r r e n t  v a lu e  o f  o u t p u t  s o l d - c u r r e n t  c o s t  o f  r e l a t e d  i n p u t s ) ;  and 
s e c o n d l y ,  p r i c e  changes o f  i n d i v i d u a l  a s s e t s  a r e  n o t  r e c o r d e d  as they  
o c c u r ,  and as a r e s u l t  c u r r e n t  c o s t s  a r e  e x c lu d e d  from the  b a l a n c e  s h e e t .
In o r d e r  to  improve a c c o u n t in g  income m e a s u re s ,  th e  a u th o r s  p o s t u l a t e d  t h a t  
the  t o t a l  gain i n  market v a lu e  (change i n  c u r r e n t  va lue  o f  a s s e t s  l e s s  
change i n  c u r r e n t  va lue  o f  l i a b i l i t i e s )  f o r  t h e  p e r i o d  shou ld  f i r s t  be d i ­
v ided i n t o  c u r r e n t  o p e r a t i n g  p r o f i t  and h o ld in g  g a i n s ;  and s e c o n d l y ,  d i v i d e  
th e  h o ld in g  g a in s  i n t o  t h o s e  t h a t  were  a n t i c i p a t e d  and th o s e  t h a t  were a s u r ­
p r i s e .  In a d d i t i o n ,  the  model would s e p a r a t e  r e a l  g a in s  from f i c t i o n a l
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g a in s  th ro u g h  t h e  use  o f  p r i c e  l e v e l  a d j u s t m e n t s . ^  T h i s  s o r t  o f  expo­
s i t i o n  o f  n e t  income would be very u s e f u l  to  i n v e s t o r s  p r i m a r i l y  because  
t h e  company management can be e v a l u a t e d  by m easur ing  t h e  e x t e n t  t o  which 
t h e i r  s u b j e c t i v e  e s t i m a t e s  o f  f u t u r e  o p e r a t i n g  and h o ld in g  g a in s  a r e  r e ­
a l i z e d  i n  terms o f  m arke t  v a lu e s  o v e r  t h e  l i f e  o f  a p l a n ,  and t h e  d e g re e  
t o  which th e  t im in g  o f  th e  c o n v e r s io n  i n t o  m ark e t  va lue  was c o r r e c t l y  an ­
t i c i p a t e d .  However, s i n c e  market v a l u e s  a r e  n o t  a v a i l a b l e  f o r  many a s -
15s e t s ,  such  a s s e t s  would be in c lu d ed  a t  zero  v a l u e  when income i s  computed.
And i t  i s  t h i s  problem o f  d e te r m in in g  m arke t  v a l u e s  t h a t  has p r e v e n te d  em­
p i r i c a l l y  t e s t i n g  t h e  th e o ry  in  p r e p a r a t i o n  f o r  g en e ra l  a d o p t io n .
In th e  same y e a r  George S taubus  produced a s t i m u l a t i n g  work which 
p r e s e n t e d  a new approach  t o  t h e  s t r u c t u r e  o f  a c c o u n t in g  t h e o r y . ^  The 
th eo ry  was s p e c i f i c a l l y  o r i e n t e d  toward  h e lp in g  i n v e s t o r s  make b e t t e r  i n ­
ves tm ent  d e c i s i o n s .  In t h e  ve ry  f i r s t  c h a p t e r  Staubus e s t a b l i s h e s  t h e  
o b j e c t i v e  o f  th e  a c c o u n t in g  p r o c e s s ,  i . e . ,  a c c o u n t in g  t o  the  i n v e s t o r :  
" [ A c c o u n t in g ] ,  by p r o v id i n g  i n f o r m a t i o n  which w i l l  he lp  h o ld e r s  o f  c a p i ­
t a l  s e l e c t  the  economic u n i t s  which can  use  t h a t  c a p i t a l  most e f f e c t i v e l y  
and av o id  those  f i r m s  which cannot  u s e  i t  e f f e c t i v e l y  can  make a f u r t h e r  
c o n t r i b u t i o n  to  t h e  s a t i s f a c t i o n  o f  human w a n t s . 11 ^  The rem ainder  o f  th e  
c h a p te r  reviews t h e  p a u c i t y  o f  work done by t h e  a cc o u n t in g  p r o f e s s i o n  in  
t h i s  a r e a  and th e n  b r i e f l y  o u t l i n e s  how a cc o u n t in g  can p ro v id e  i n f o r m a t i o n
14Edgar 0 .  Edwards and P h i l i p  W. B e l l ,  The Theory  and Measure­
ment o f  Business  Income (B erke ley  and Los A nge les :  The U n i v e r s i t y  o f  
C a l i f o r n i a  P r e s s ,  1961),  Chap. IV.
^ R .  F. Salmonson,  Bas ic  F i n a n c i a l  Account ing  Theory (B elmont ,  
C a l i f o r n i a :  Wadsworth P u b l i s h i n g  C o . ,  I n c . ,  1969) ,  p i  75.
^ G e o r g e  J .  S t a u b u s ,  A Theory o f  Account ing  t o  I n v e s t o r s  (Law­
r e n c e ,  Kansas: S c h o la r s  Book C o . , R ep r in t e d  1971).
77I b i d . , p .  1.
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which w i l l  be o f  a s s i s t a n c e  i n  making economic d e c i s i o n s  by f o c u s i n g  on 
t h e  I n v e s t o r  f u t u r e  cash  r e c e i p t s ,  which i n  t u r n  depend on:  " (1 )  th e
f i r m ' s  monetary  c a p a c i t y  t o  d i s b u r s e  c a s h ,  (2) t h e  management ' s  w i l l i n g ­
ness  to  pay th e  i n v e s t o r ,  and (3)  t h e  l e g a l  p r i o r i t y  o f  th e  i n v e s t o r ' s  
c l  aim. "18
In  c h a p t e r  2 ,  S taubus  p o i n t s  ou t  t h e  s i g n i f i c a n c e  o f  r e s i d u a l  
e q u i t y  t o  t h e  i n v e s t o r  and a c c o u n t a n t .  The r e s i d u a l  e q u i t y  measures  t h e  
c la im  t h a t  th e  r e s i d u a l  e q u i t y  h o l d e r s  have i n  t h e  e n t e r p r i s e .  Since 
o p e r a t i o n s  change r e s i d u a l  e q u i t y ,  t h e  income s t a t e m e n t  i s  t h e  foca l  
p o i n t  o f  i n v e s t o r  i n t e r e s t .  In c o n c l u d i n g ,  t h e  a u th o r  s u g g e s t s  t h a t  th e  
a c c o u n t in g  e q u a t i o n  be r e v i s e d  t o  s t a t e :  A ss e t s  minus s p e c i f i c  e q u i t i e s
equal  r e s i d u a l  e q u i t y ,  thus  em phas iz ing  th e  depen d en t  p o s i t i o n  o f  t h e  r e ­
s i d u a l  e q u i t y  and t h a t  i t s  p r o p e r  measurement must  be approached  th rough  
a s s e t s  and s p e c i f i c  e q u i t i e s . ^ 9
Chap ters  3 ,  4 and 5 deve lop  t h e  t h e o r y  in  f u l l  by a n a ly z in g  
v a r io u s  approaches  t o  t h e  measurement o f  a s s e t s  and s p e c i f i c  e q u i t i e s  
w i th  an e y e  toward  p r e d i c t i n g  f u t u r e  cash  r e c e i p t s  and d i s b u r s e m e n t s .
The p ro b le m ,  o f  c o u r s e ,  i s  t h e  u n c e r t a i n t y  o f  economic a f f a i r s ,  making i t  
im p o s s i b l e  to  measure  a l l  a s s e t s  and s p e c i f i c  e q u i t i e s  a c c u r a t e l y .  Th is  
means t h a t  r e s i d u a l  e q u i t y  1s i n a c c u r a t e l y  m easu red ,  which i n  t u r n  im­
p a i r s  i n v e s t o r s '  a b i l i t y  t o  a c c u r a t e l y  p r e d i c t  t h e i r  f u t u r e  cash  flow r e ­
t u r n s .  T h e r e f o r e ,  Staubus  s u g g e s t e d  t h a t  economic  e v e n t s  (changes  in  a s ­
s e t s  and e q u i t i e s )  be s c r u t i n i z e d ,  and he c l a s s i f i e d  economic e v e n t s  i n t o  
s e v e r a l  c a t e g o r i e s  which he a n a ly z e d  t o  d e te r m in e  what e f f e c t  th e y  have 
upon r e s i d u a l  e q u i t y .  Of t h o s e  e v e n t s  which a f f e c t  r e s i d u a l  e q u i t y ,  he
^8 I b i d . , p.  15. 
19 I b i d .  , p .  27.
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p o i n t e d  o u t  t h a t  some have a t endency  t o  r e c u r  w h i l e  o t h e r s  do n o t . 2®
S ince  t h e  m a j o r i t y  o f  t h e  economic e v e n t s  a r e  rev e n u e -e x p e n se  e v e n t s ,  
S taubus  d eve loped  h i s  t h e o r y  to  t h e  p o i n t  where he could  make t h e  f o l ­
lowing remark: "The most s i g n i f i c a n t  c h a r a c t e r i s t i c s  o f  r e v e n u e-ex p en se
e v e n t s  from t h e  p o i n t  o f  view o f  i n v e s t o r s ,  e s p e c i a l l y  r e s i d u a l  e q u i t y  
h o l d e r s ,  a r e  t h a t  th e y  change th e  r e s i d u a l  e q u i t y  and t h a t  th e y  have 
such  a s t r o n g  t e n d en c y  t o  r e c u r  t h a t  t h e y  p ro v id e  a b a s i s  f o r  p r e d i c t i n g  
f u t u r e  changes  i n  r e s i d u a l  e q u i t y .  "21 And from t h i s  he j u s t i f i e d  u t i l i ­
z in g  n e t  income b e f o r e  e x t r a o r d i n a r y  i tem s  as a b a s i s  f o r  p r e d i c t i n g
f u t u r e  r e t u r n s .  The l a s t  two c h a p t e r s  a r e  devo ted  to  communicat ing t h e
r e s u l t s  o f  o p e r a t i o n s  and a ru d im e n ta r y  a n a l y s i s  t h e r e o f  in  accordance  
w i th  t h e  p r i n c i p l e s  deve loped  in  t h e  e a r l i e r  c h a p t e r s .
In 1963 t h e  American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A ccoun tan ts  
p u b l i s h e d ,  A T e n t a t i v e  Se t  o f  Broad Accoun t ing  P r i n c i p l e s  f o r  B u s in e ss  
E n t e r p r i s e s  ,22 which was t o  r e s t  on t h e  f o u n d a t io n  developed  i n  an e a r ­
l i e r  s t u d y ,  The B a s i c  P o s t u l a t e s  o f  A c c o u n t in g .2® The i n t r o d u c t i o n  t o  
t h e  " P r i n c ip l e s "  s t u d y  s t a t e s :  "The p r i n c i p l e s  o f  f i n a n c i a l  a c c o u n t in g
t h a t  a r e  d eve loped  in  t h i s  s t u d y  a re  d e s ig n e d  to  meet a l l  i n t e r e s t e d  
g r o u p s . "24 The s t u d y  was n o t  w e l l  r e c e i v e d  by t h e  p r o f e s s i o n  as e v i ­
denced by t h e  comments a t  t h e  end o f  t h e  work (pp .  6 0 - 8 3 ) .  T y p i c a l l y ,
20 I b i d .  , p .  71.
21 I b i d . , p.  95.
22 R ober t  T. Sprouse  and Maurice  M oon i tz .  A T e n t a t i v e  S e t  o f
Broad Account ing  P r i n c i p l e s  f o r  B u s in e s s  E n t e r p r i s e s , A ccount ing  Re­
s e a r c h  Study No. 3 (New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
A c c o u n ta n t s ,  1962).
2® Maurice M ooni tz ,  The B as ic  P o s t u l a t e s  o f  A c co u n t in g ,  A ccount­
in g  Research Study No. 1 (New York : American I n s t i t u t e  o f  C e r t i f i e d
P u b l i c  A c c o u n t a n t s , 1961).
24 Sprouse  and M ooni tz ,  op_. c i t . , p.  1.
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c r i t i c i s m  was aimed a t  t h e  l a c k  o f  l o g i c  i n  d e r i v i n g  p r i n c i p l e s  from t h e  
p o s t u l a t e s  and t h e  i m p r a c t i c a l i t y  o f  implement ing  t h e  proposed v a l u a t i o n  
b a s e s .
F i n a l l y  i n  1966, Chambers d e f i n e d  a c c o u n t in g  a s :  "A s y s t e m a t i c
method o f  r e t r o s p e c t i v e  and con tem porary  monetary  c a l c u l a t i o n  t h e  purpose
o f  which i s  t o  p r o v id e  a c o n t in u o u s  s o u rc e  o f  f i n a n c i a l  i n f o r m a t io n  as a
25
g u id e  t o  f u t u r e  a c t i o n  in  m a r k e t s . "  The a u t h o r  p o s i t e d  t h a t  t h e  ty p e  
o f  f i n a n c i a l  i n f o r m a t i o n  t h a t  an e n t i t y  ough t  t o  make a v a i l a b l e  in  an ex ­
change s o c i e t y  i s  i t s  c u r r e n t  c a sh  e q u i v a l e n t  p o s i t i o n  so t h a t  one can 
d e te r m in e  t h e  e n t i t y ' s  a b i l i t y  t o  p a r t i c i p a t e  in  t h e  m arke t  a t  any p a r t i ­
c u l a r  t im e .  C u r r e n t  cash  e q u i v a l e n t  i s  measured e s s e n t i a l l y  by th e  r e ­
s a l e  p r i c e  o f  th e  a s s e t s  h e ld  by th e  e n t i t y .  Th is  v a l u a t i o n  base  i s  s u p ­
p o r t e d  on t h e  grounds t h a t  s e l l i n g  p r i c e  i n d i c a t e s  t h e  c a p a c i t y  o f  an en ­
t i t y ,  on t h e  b a s i s  o f  p r e s e n t  h o l d i n g s ,  t o  go i n t o  a marke t  w i th  cash f o r
26
t h e  purpose  o f  a d a p t i n g  o n e s e l f  t o  con tem pora ry  c o n d i t i o n s .  However, 
t h e  s a l e s  p r i c e  p r i n c i p l e  i s  u n r e a l i s t i c  in  many r e a l - w o r l d  a p p l i c a t i o n s  
b ecause  i t  r e q u i r e s  too  many e x c e p t i o n s .  C o n s id e r ,  f o r  example ,  th e  
s a l e s  p r i c e  o f  w o r k - i n - p r o c e s s  i n v e n t o r y ,  o r  t h e  s a l e s  p r i c e  o f  s p e c i a l  
p u rpose  f i x e d  a s s e t s ;  in  many c a s e s  no s a l e s  p r i c e s  e x i s t .  In  a d d i t i o n ,  
Chambers ig n o re s  g o o d w i l l ,  and s a l e s  p r i c e  i s  r e l e v a n t  on ly  i f  a f i r m  
can n o t  be viewed as  a going  c o n c e r n .  Because o f  t h e s e  c r i t i c i s m s ,
Chamber's work ,  w h i l e  a r e a l  c o n t r i b u t i o n  to  t h e  f i e l d ,  i s  o f  l i m i t e d  
u s e f u l n e s s  t o  t h e  i n v e s t o r .
25Raymond J . Chambers, A c coun t ing ,  E v a l u a t i o n  and Economic Be­
h a v i o r  (Englewood C l i f f s :  P r e n t i c e - H a l l , I n c . , 19 6 6 ) ,  p.  102.
26I b i d . ,  p.  92.
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EMPIRICAL STUDIES
In a d d i t i o n  t o  t h e  t h e o r e t i c a l  e x p o s i t i o n ,  S taubus  a l s o  u n d e r to o k  
t h r e e  e m p i r i c a l  s t u d i e s . 27 The u n d e r l y i n g  h y p o t h e s i s  o f  each s tu d y  was 
t h a t  a c c o u n t in g  d a t a  a r e  u s e f u l  i n  making common s t o c k  i n v e s t m e n t  d e c i s i o n s ,  
where  u s e f u l n e s s  was d e f i n e d  as t h e  a b i l i t y  o f  t h e  a c c o u n t in g  d a t a  t o  p r e ­
d i c t  common s t o c k  v a l u e s .
In t h e  f i r s t  p h ase  o f  h i s  work S taubus  s e t  ou t  t o  de te rm ine  which 
f i n a n c i a l  a c c o u n t in g  v a r i a b l e s  were most  c l o s e l y  a s s o c i a t e d  w i th  s t o c k  
v a l u e s .  The f i n a n c i a l  v a r i a b l e s  t e s t e d  were  e a r n i n g s ,  d i v i d e n d s ,  book 
v a l u e ,  c u r r e n t  flow ( e a r n i n g s  p lu s  d e p r e c i a t i o n  and a m o r t i z a t i o n )  and 
funds flow ( r e c u r r i n g  funds r e c e i p t s  l e s s  r e c u r r i n g  funds d i s b u r s e m e n t s ) ,  
and t h e  s p e c i f i c  h y p o th e se s  were t h a t  c u r r e n t  f lows and funds  flows a re  as  
c l o s e l y  a s s o c i a t e d  w i th  common s t o c k  v a lu e s  as a r e  e a r n i n g s .  Stock v a lu es  
were  d e te rm in e d  by computing the  p r e s e n t  v a lu e s  o f  t h e  f u t u r e  cash r e ­
c e i p t s  t h a t  would accrue  t o  an i n v e s t o r  d u r in g  an assumed h o l d i n g  p e r i o d .  
U t i l i z i n g  ex p o s t  d iv id e n d  and marke t  p r i c e  d a t a  on a sample  which v a r i e d  
from f o r t y  t o  f o r t y - f i v e  s e c u r i t i e s ,  S taubus  was a b l e  t o  d e t e r m in e  th e  
"worth"  o f  each s e c u r i t y  by d i s c o u n t i n g  t h e  sum o f  t h e  cash  r e c e i p t s  
t h a t  t h e  i n v e s t o r  would r e c e i v e  o v e r  an assumed h o ld in g  p e r i o d .  A d i s ­
co u n t  r a t e  o f  s i x  p e r  c e n t  was a p p l i e d  t o  a l l  s t o c k s  in  th e  sample  and 
e v e r y  company in  the  sample  had p o s i t i v e  flows f o r  a l l  v a r i a b l e s .
The methodology Staubus  used  was t o  s e l e c t  a b a se  y e a r ( s )  f o r  
o b s e r v a t i o n  on th e  a c c o u n t in g  v a r i a b l e s  o f  a p a r t i c u l a r  company and a t
27 George J .  S t a u b u s ,  "The A s s o c i a t i o n  o f  F i n a n c i a l  Accounting  
V a r i a b l e s  w i th  Common Stock  V a l u e s , "  The Accounting Review , Vol.  XL ( J a n u a r y ,  
1 9 6 5 ) ,  pp.  119-34.  _________ , " S t a t i s t i c a l  Evidence o f  t h e  Value o f  Depre­
c i a t i o n  A c co u n t in g ,"  A b acu s , Vol.  3 ,  No. 1 (A ugus t ,  1 9 6 7 ) ,  pp.  3 - 2 2 .  ,
" T e s t i n g  I n v e n to ry  A c co u n t in g ,"  The A ccount ing  Review, Vol .  X L I I I ,  No'. 3 
( J u l y ,  1 9 6 8 ) ,  pp.  413-24.
t h e  b e g in n in g  o f  t h e  s u b s e : , j e n t  y e a r  assume t h a t  t h e  s t o c k  was purchased  
and h e ld  f o r  a l t e r n a t i v e  h o l d i n g  p e r i o d s  r a n g in g  i n  l e n g th  from one y e a r  
t o  as long  as tw e lve  y e a r s .  S in ce  th e  v a lu e  o f  t h e  s t o c k  i s  dependent  
on t h e  l e n g t h  o f  t h e  h o ld in g  p e r i o d ,  s e v e r a l  a l t e r n a t i v e  v a lu e s  were com­
pu ted  and each was r e g r e s s e d  on and c o r r e l a t e d  w i th  each b a s e - y e a r  a c ­
c o u n t in g  v a r i a b l e  t o  d e te r m in e  which a c c o u n t in g  v a r i a b l e  was t h e  b e s t  p r e -
2
d i c t o r  o f  s to c k  v a l u e s .  The per form ance  measure  was r  ( c o e f f i c i e n t  o f
2
d e t e r m i n a t i o n ) ,  and t h e  a c c o u n t in g  v a r i a b l e  ( s )  w i th  t h e  h i g h e s t  r  was 
c o n s id e r e d  to  be t h e  b e s t  p r e d i c t o r  o f  s t o c k  v a l u e .  A l t o g e t h e r  f o r t y -  
seven  d i f f e r e n t  h o ld in g  p e r i o d s  and f i v e  d i f f e r e n t  b a s e - y e a r  p e r io d s  were 
s e l e c t e d ,  c o v e r in g  a p e r i o d  e x te n d in g  from J a n u a ry  1 ,  1948, t o  December 
31 ,  1961. During t h i s  p e r i o d  economic c o n d i t i o n s  v a r i e d ,  and both  bu l l  
and b e a r  markets  ran  t h e i r  c o u r s e ,  th us  t h e  a c c o u n t in g  v a r i a b l e s  were 
t e s t e d  under  a v a r i e t y  o f  c o n d i t i o n s .
The r e s u l t s  bo re  o u t  t h e  h y p o t h e s i s  t h a t  c u r r e n t  f lows a r e  as 
c l o s e l y  a s s o c i a t e d  w i th  s t o c k  va lues  as  e a r n i n g s ,  and in  f a c t  show t h a t  
th e y  a r e  more c l o s e l y  a s s o c i a t e d .  Funds flows f o r  3 o r  4 y e a r s  were a l s o  
more c l o s e l y  a s s o c i a t e d  w i th  s t o c k  v a lu es  th a n  were e a r n i n g s ,  a l th o u g h  
funds flows f o r  one y e a r  were  l e s s  r e l i a b l e  th a n  e a r n in g s  o r  c u r r e n t  
f lo w s .  And f i n a l l y  n e i t h e r  d iv id e n d s  nor  book va lues  were as h ig h ly  a s ­
s o c i a t e d  with  s t o c k  v a lu e s  as  e a r n in g s  and c u r r e n t  f lo w s .  The s i g n i f i ­
cance  o f  t h e se  f i n d i n g s  i n d i c a t e  t h a t  t h e  d e t e r m i n a t i o n  o f  n e t  income in  
acco rd an ce  with  g e n e r a l l y  a c c e p t e d  a c c o u n t in g  p r i n c i p l e s  may n o t  be as 
u s e f u l  t o  the  i n v e s t o r  as m o d i f i c a t i o n s  t h e r e o f .
The second phase  o f  i n v e s t i g a t i o n ,  p u b l i s h e d  abou t  two and one- 
h a l f  y e a r s  a f t e r  t h e  f i r s t ,  c o n s id e r e d  t h e  q u e s t i o n  o f  w he ther  o r  no t  
funds  d e r iv e d  from o p e r a t i o n s  a r e  a u s e f u l  s u b s t i t u t e  o r  perhaps  even an
improvement uporr n e t  income as a c t u a l l y  d e te r m in e d .  And S taubus  s e t  o u t  
t o  e v a l u a t e  d e p r e c i a t i o n  p r a c t i c e s  o f  U. S.  companies .  Drawing on the  
same d a t a  t h a t  was used i n  th e  f i r s t  i n v e s t i g a t i o n ,  S taubus  compared c u r ­
r e n t  f lows (as  d e f in e d  e a r l i e r )  w i th  e a r n i n g s  t o  d e te r m in e  which was a 
b e t t e r  p r e d i c t o r  o f  s to c k  va lues  and a g a in  used  th e  c o r r e l a t i o n  c o e f f i ­
c i e n t  t o  measure a s s o c i a t i o n .  However,  t h i s  t ime  companies were grouped 
i n t o  f o u r  s e p a r a t e  c a t e g o r i e s :  randomly ,  F i f o - L i f o ,  F i f o  and L i f o .  Th is
was done to  ho ld  t h e  e f f e c t s  o f  i n v e n t o r y  a c c o u n t in g  c o n s t a n t .  The meth­
odology v/as b a s i c a l l y  t h e  same f o r  c o m p u ta t io n  o f  s t o c k  v a lu e s  e x c e p t  
t h a t  t h e  d i s c o u n t  r a t e  was v a r i e d .  The b a se  y e a r s  and h o ld in g  p e r io d s  
were e x a c t l y  t h e  same. The r e s u l t s  showed t h a t  c u r r e n t  f lows were  a t  
l e a s t  as c l o s e l y  c o r r e l a t e d  w i th  d i s c o u n t e d  v a lu e s  as were  e a r n in g s  in  
each sam ple ,  and he conc luded  t h a t  d e p r e c i a t i o n  a c c o u n t in g  d id  n o t  a p p ea r  
t o  improve t h e  u s e f u l n e s s  o f  the  e a r n in g s  f i g u r e .
A second p a r t  o f  t h i s  phase  grouped companies by i n d u s t r y  and 
performed t h e  same t e s t s ,  comparing c u r r e n t  f lows w i th  e a r n i n g s .  The i n ­
d u s t r i e s  were s t e e l ,  r a i l  t r a n s p o r t a t i o n ,  n a t u r a l  gas d i s t r i b u t i o n ,  and 
food p r o c e s s i n g .  The r e s u l t s  showed t h a t  d e p r e c i a t i o n  a c c o u n t in g  was 
h e lp f u l  in  t h e  r a i l  and food i n d u s t r i e s ,  b u t  n o t  in  t h e  s t e e l  and gas i n ­
d u s t r i e s  .
A t h i r d  p a r t  o f  t h i s  phase  compared two s a m p l e s ,  a sample  com­
posed o f  s t e e l  companies and one composed o f  r a i l r o a d s .  In a d d i t i o n ,  
t h e  c u r r e n t  f low v a r i a b l e  f o r  each company was m od i f ied  by add ing  annual 
c a p i t a l  e x p e n d i t u r e s .  Once a g a in  t h e  same k inds  o f  t e s t s  were  performed 
and t h e  r e s u l t s  i n d i c a t e d  t h a t  c a p i t a l  e x p e n d i t u r e s  were  n o t  a good su b ­
s t i t u t e  f o r  d e p r e c i a t i o n .
The s t a t i s t i c a l  e v id en c e  o f  t h e  t e s t s  i n v o l v i n g  d e p r e c i a t i o n  
a c c o u n t in g  was s p l i t .  No d e f i n i t i v e  s t a t e m e n t s  co u ld  be made ab o u t  t h e  
u s e f u l n e s s  o f  d e p r e c i a t i o n  a c c o u n t i n g .  A more com prehens ive  methodology 
would have been t o  compare samples comprised  o f  e a r n i n g s  depen d en t  on 
a l t e r n a t i v e  d e p r e c i a t i o n  m ethods ,  e . g . ,  s t r a i g h t  l i n e ,  a c c e l e r a t e d ,  e t c . ,  
w i th  c u r r e n t  f l o w s ,  p rov ided  t h a t  t h e  d a t a  were a v a i l a b l e .
The t h i r d  phase  o f  the  i n v e s t i g a t i o n  examined t h e  u s e f u l n e s s  o f  
i n v e n t o r y - c o s t  o f  goods s o l d  a c c o u n t i n g .  Three  f lows  c o n ce p t s  n o t  r e l y ­
ing  upon i n v e n t o r i e s  were compared w i th  t h r e e  flows c o n ce p t s  r e l y i n g  
upon i n v e n t o r i e s :  e a r n in g s  l e s s  changes  i n  i n v e n t o r y  b a l a n c e s  ( b e g i n ­
n ing  and end o f  y e a r )  were compared w i th  e a r n i n g s ,  r e c u r r i n g  q u ic k  flows 
( r e c u r r i n g  changes  in  n e t  s h o r t - t e r m  moneta ry  a s s e t s )  w i th  r e c u r r i n g  c u r ­
r e n t  f l o w s ,  and qu ick  flows i n c l u d i n g  n o n r e c u r r i n g  i tem s  w i th  c u r r e n t  
f lows i n c l u d i n g  t h e  e f f e c t s  o f  n o n r e c u r r i n g  i t e m s .  The h y p o t h e s i s  was 
t h a t  i f  f low v a r i a b l e s  r e l y i n g  upon i n v e n t o r i e s  were  more c l o s e l y  a s s o ­
c i a t e d  w i th  common s to c k  va lues  th a n  f low v a r i a b l e s  no t  r e l y i n g  upon i n ­
v e n t o r i e s ,  i t  would be concluded t h a t  i n v e n t o r y  a c c o u n t i n g  i s  u s e f u l .  
However, because  t h e  v a r i a b l e  e a r n i n g s  minus changes i n  i n v e n t o r i e s  was 
f r e q u e n t l y  n e g a t i v e ,  Staubus worked p r i m a r i l y  w i th  q u ic k  flows and c u r ­
r e n t  f l o w s .  Once ag a in  t h e  same d a t a  base  was u sed .  S tock  v a l u e s  were 
computed in  t h e  same f a s h i o n  e x c e p t  t h i s  t ime a d i s c o u n t  r a t e  o f  n in e  
p e r  c e n t ,  a f t e r  th e  F i s h e r  and L o r i e  S tu d y ,  was u s e d .  And t h e  c o r r e l a ­
t i o n  c o e f f i c i e n t  based on n a t u r a l  lo g a r i t h m s  o f  a g g r e g a t e  d a t a  f o r  each 
company was used as a measure o f  a s s o c i a t i o n .
The r e s u l t s  o f  t h e  t e s t s  i n d i c a t e d  t h a t  c u r r e n t  r e c u r r i n g  flows 
o f  one y e a r  were c o n s i s t e n t l y  s u p e r i o r  t o  one y e a r  q u ic k  f lo w s .  However, 
as th e  b a se  p e r i o d  was l e n g t h e n e d ,  t h e  pe r form ance  o f  q u ic k  f low s  improved,
b ecau se  ov e r  t h e  l o n g e r  p e r io d  th e  p e r c e n t a g e  d i f f e r e n c e  between p u r c h a s e s  
and c o s t  o f  goods s o l d  d e c r e a s e s .  T h i s ,  o f  c o u r s e ,  depends on i n v e n t o r y  
c y c l e s  w i t h i n  t h e  com pan ies ,  b u t  on t h e  a v e r ag e  i t  a p p ea r s  t h a t  i n  a b a se  
p e r i o d  o f  from t h r e e  t o  f o u r  y e a r s  i n  l e n g t h ,  a v e r a g e  p u rch ase s  t e n d  to  
ap p rox im a te  a v e r ag e  c o s t  o f  goods s o l d .
A second s e t  o f  t e s t s  were pe rformed u s in g  a mixed sample o f  com­
p a n ie s  u s in g  L i f o  and companies u s in g  F i f o .  The v a r i a b l e s  t e s t e d  were 
c u r r e n t  f lows v s .  q u ic k  f l o w s ,  and bo th  v a r i a b l e s  i n c l u d e d  n o n r e c u r r i n g  
i t e m s .  C u r r e n t  f lows  ou tperfo rm ed  q u ic k  f lows  f o r  b a se  p e r i o d s  o f  a l l  
l e n g t h s  (o n e ,  two, t h r e e  o r  fo u r  y e a r s ) ,  and as  t h e  base  p e r io d  was l e n g t h  
ened to  f o u r  y e a r s  q u ic k  flows showed some improvement.  These  r e s u l t s  p ro  
duced f u r t h e r  e v id e n c e  t h a t  i n v e n t o r y - c o s t  o f  goods s o l d  a c c o u n t in g  i s  
u s e f u l .
A t h i r d  s e t  o f  t e s t s  u t i l i z e d  a sample  com prised  o f  s t e e l  com­
p a n i e s  and a second sample comprised  o f  food companies .  Both samples  
were  random as t o  i n v e n t o r y  method. The v a r i a b l e s  t e s t e d  were r e c u r r i n g  
q u ic k  flows v s .  r e c u r r i n g  c u r r e n t  f lo w s .  The r e s u l t  o f  t h e  t e s t s  i n v o l ­
v ing  t h e  s t e e l  sample  showed r e c u r r i n g  c u r r e n t  f lows  hav ing  a c l o s e r  a s ­
s o c i a t i o n  w i th  s t o c k  v a lu e s  than  r e c u r r i n g  q u ic k  f l o w s ,  f o r  a l l  b a se  p e r ­
i o d s .  The same r e s u l t s  were g e n e r a t e d  when th e  food sample was t e s t e d ,  
e x c e p t  t h e  d i f f e r e n c e  between r e c u r r i n g  c u r r e n t  f low s  and r e c u r r i n g  q u i c k  
f lows  was even more marked. Once a g a i n ,  t h e  v a r i a b l e  r e l y i n g  upon i n v e n ­
t o r y  a cc o u n t in g  produced b e t t e r  r e s u l t s  th a n  th o s e  t h a t  were n o t .  A f i ­
nal s e t  o f  t e s t s  were  d e v i s e d  which would t e s t  t h e  r e l a t i v e  m e r i t s  o f  t h e  
F i f o  and L i fo  i n v e n t o r y  methods.  The hypo these s  were  s t a t e d  as f o l l o w s :
1. As between t h e  F i f o  and L i fo  i n v e n t o r y  m ethods ,
L i fo  y i e l d s  more v a l u a b l e  income and c u r r e n t  f low *
d a t a  f o r  use  i n  making common s t o c k  in v e s t m e n t  
d e c i s i o n s .
2.  As between t h e  F i f o  and L i f o  i n v e n t o r y  methods ,
F i f o  y i e l d s  book v a l u a t i o n s  o f  common s t o c k s
t h a t  a r e  more u s e f u l  in  making common s t o c k  i n -
28ves tm en t  d e c i s i o n s .
The sample d e s ig n  matched t h i r t y  p a i r s  o f  companies .  Each com­
pany in  t h e  p a i r i n g s  was o f  s i m i l a r  s i z e  and n a t u r e  o f  b u s i n e s s ,  and one 
v a lu ed  i n v e n t o r y  on a L i f o  b a s i s  w h i l e  th e  o t h e r  used F i f o .  A s s o c i a t i o n  
betwees d i s c o u n t e d  s t o c k  v a lu e s  and a c c o u n t in g  flow v a r i a b l e s  was mea­
s u r e d  in  two ways.
The f i r s t  way compared n o n r e c u r r i n g  c u r r e n t  f lows w i th  n o n re ­
c u r r i n g  q u i c k  flows w i th  book v a l u e s .  The r e s u l t s  d i s c l o s e d  t h a t  t h e  
L i fo  i n v e n t o r y  method showed g r e a t e r  improvement in  a s s o c i a t i o n  when 
s h i f t i n g  from q u ic k  flows t o  c u r r e n t  f lows than  d id  F i f o .  However, t h e  
mean o f  means f o r  t h e  F i f o  companies was g r e a t e r  than  t h e  mean o f  means 
f o r  t h e  L i f o  com panies ,  when c u r r e n t  f lows were compared. And t h e  book
v a lu es  based  on F i f o  showed a h i g h e r  a s s o c i a t i o n  w i th  s t o c k  v a lu es  than
29
d id  book v a lu e s  based  on L i f o .
The second way compared e a r n i n g s  w i th  e a r n in g s  minus changes  in  
i n v e n t o r i e s .  The r e s u l t s  were mixed, a l th o u g h  L i fo  showed s l i g h t  im­
provement o v e r  F i f o  when s h i f t i n g  from e a r n in g s  minus changes  in  i n v e n ­
t o r y  to  e a r n i n g s .  Here t o o ,  however,  t h e  mean o f  means f o r  t h e  F i f o
28S ta u b u s ,  " T e s t in g  I n v e n to ry  A c c o u n t in g , "  p.  421.
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These  v a r i a b l e s  were a l s o  t e s t e d  by u s in g  t h e  median d e v i a t i o n  
p e r c e n t a g e ,  b u t  t h e  r e s u l t s  were l e s s  d e f i n i t i v e  th a n  t h e  t e s t s  u s in g  th e  
c o r r e l a t i o n  c o e f f i c i e n t .
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companies was g r e a t e r  t h a n  t h e  mean o f  means f o r  t h e  L i f o  companies when 
th e  e a r n in g s  v a r i a b l e s  were compared.
The e v id en c e  from both  o f  t h e s e  t e s t s  a p p ea r s  t o  i n d i c a t e  t h a t  
F i f o  i s  u s e f u l  f o r  book v a l u a t i o n s ,  i . e . ,  b a l a n c e  s h e e t  v a l u a t i o n .  On 
t h e  o t h e r  hand ,  th e  e v id e n c e  does n o t  s u p p o r t  t h e  L i fo  method s u f f i c i e n t l y  
t o  c on f i rm  t h e  h y p o t h e s i s  t h a t  L i fo  p r o v id e s  a b e t t e r  d e t e r m i n a t i o n  o f  n e t  
income o r  o t h e r  f low v a r i a b l e  which can  be used by t h e  i n v e s t o r  f o r  common 
s t o c k  in v e s t m e n t  d e c i s i o n s .  T h i s  p h a se  o f  t h e  i n v e s t i g a t i o n ,  w h i l e  no t  
r e s o l v i n g  t h e  L i f o - F i f o  c o n t r o v e r s y ,  d i d  p r o v i d e  s t r o n g  e v id en c e  t h a t  a c ­
c o u n t a n t s  pe r fo rm  a u s e f u l  f u n c t i o n  by a c c o u n t in g  f o r  i n v e n t o r y ,  r e g a r d ­
l e s s  o f  method.
Two im p o r t a n t  e m p i r i c a l  s t u d i e s  were pe r fo rm ed  t o  e v a l u a t e  t h e  
u s e f u l n e s s  o f  f i n a n c i a l  r a t i o s  t o  p r e d i c t  b u s i n e s s  f a i l u r e .  The f i r s t ,  
done in  1966 by B eaver ,  was b a s i c a l l y  a u n i v a r i a t e  a p p ro a c h ,  as  was th e  
work o f  S t a u b u s .  The s e c o n d ,  done i n  1968 by Altman, to o k  a m u l t i v a r i a t e  
a pp roach .  The re a so n  f o r  c i t i n g  t h e s e  two works i s  b ecau se  th e y  bo th  a t ­
tempt  to  t e s t  w he ther  o r  n o t  a c c o u n t i n g  d a t a  c o n t a i n  t h e  a t t r i b u t e  o f  
p r e d i c t i v e  a b i l i t y .  O the rw ise  both  works a r e  d i s s i m i l a r  t o  t h i s  one w i th  
r e s p e c t  to  t h e  v a r i a b l e  t o  be p r e d i c t e d ,  t h e  a c c o u n t in g  v a r i a b l e s  which 
p r e d i c t ,  and methods o f  a n a l y s i s .
The Beaver s t u d y  u t i l i z e d  a sample  o f  one hundred and f i f t y -  
e i g h t  f i r m s ,  h a l f  o f  which had f a i l e d  sometime d u r in g  t h e  p e r io d  1954- 
1964. He th e n  computed t h i r t y  r a t i o s  fo n f e a c h  company f o r  each o f  t h e  
f i v e  f i s c a l  y e a r s  p r e c e d in g  f a i l u r e .  By u s in g  t h r e e  t y p e s  o f  a n a l y s e s  
Beaver was a b l e  t o  conc lude  t h e  f o l l o w i n g :
1. The r a t i o  d i s t r i b u t i o n s  o f  n o n - f a i l e d  f i r m s  a r e  
q u i t e  s t a b l e  t h r o u g h o u t  t h e  f i v e  y e a r s  b e f o r e  
f a i l u r e .  The r a t i o  d i s t r i b u t i o n s  o f  t h e  f a i l e d
f i r m s  e x h i b i t  a marked d e t e r i o r a t i o n  as  f a i l u r e  
a p p ro a c h e s .  The r e s u l t  i s  a widening  gap be­
tween th e  f a i l e d  and t h e  n o n - f a i l e d  f i r m s .  The 
gap produces  p e r s i s t e n t  d i f f e r e n c e s  in  t h e  mean 
r a t i o s  o f  f a i l e d  and n o n - f a i l e d  f i r m s ,  and th e  
d i f f e r e n c e  i n c r e a s e s  as  f a i l u r e  ap p ro ach es .
2 .  The cash  f low t o  t o t a l  d e b t - r a t i o  has t h e  a b i l ­
i t y  t o  c o r r e c t l y  c l a s s i f y  both  f a i l e d  and non- 
f a i l e d  f i rm s  t o  a much g r e a t e r  e x t e n t  than  would 
be p o s s i b l e  th rough  random p r e d i c t i o n .  Th is  a b i l ­
i t y  e x i s t s  f o r  a t  l e a s t  f i v e  y e a r s  b e fo re  f a i l u r e .
TO3. Not a l l  r a t i o s  p r e d i c t  e q u a l l y  w e l l .
The Altman s tu d y  employed m u l t i p l e  d i s c r i m i n a n t  a n a l y s i s  on a 
sample c o n s i s t i n g  o f  s i x t y - s i x  f i r m s ,  h a l f  o f  which were known to  have 
become b a n k r u p t .  The f i rm s  were p a i r e d  a c c o rd in g  to  s i z e  and i n d u s t r y .  
The a n a l y s i s  c o n s i s t e d  o f  s e l e c t i n g  s e v e r a l  key r a t i o s  and c a l c u l a t i n g  
th e  v a lu e s  t h e r e o f .  The r a t i o s  f o r  t h e  b a n k ru p t  f i r m s  were  computed as  
o f  one y e a r  p r i o r  t o  b an k ru p tc y .  Armed w i t h  t h i s  i n f o r m a t i o n ,  and t h e  
knowledge o f  each f i r m ' s  s o lv en c y  s t a t u s ,  p a ra m e te r s  were g e n e r a t e d  which 
were used t o  p r e d i c t  t h e  s t a t u s  o f  a p a r t i c u l a r  f i r m .  I n i t i a l l y  Altman 
a p p l i e d  t h e  p a ra m e te r s  t o  t h e  p r e d i c t i o n  o f  th e  s t a t u s  o f  t h e  same f i r m s  
from which th e  p a ra m e te r s  were  g e n e r a t e d .  S i x t y - t h r e e  o f  t h e  s i x t y - s i x  
p r e d i c t i o n s  were c o r r e c t .  He then  a p p l i e d  t h e s e  p a ra m e te r s  t o  p r e d i c t  
th e  s t a t u s  o f  s e v e r a l  a d d i t i o n a l  f i r m s  no t  i n c lu d e d  in  t h e  o r i g i n a l  sam­
p l e .  The p r o p o r t i o n  o f  c o r r e c t  p r e d i c t i o n s  was s i g n i f i c a n t l y  h i g h e r  th a n
31could  be ex pec ted  from chance  a lo n e .
30W il l iam H. B eav e r ,  " F in a n c i a l  R a t io s  as P r e d i c t o r s  o f  F a i l u r e , "  
Em pir ica l  Research in  A ccoun t ing :  S e l e c t e d  S t u d i e s ,  1966 (Chicago:  I n ­
s t i t u t e  o f  P r o f e s s i o n a l  A cco u n t in g ,  1967) ,  p .  101.
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Edward I .  A ltman,  " F i n a n c i a l  R a t i o s ,  D i s c r im in a n t  A n a ly s i s  and 
t h e  P r e d i c t i o n  o f  C o rp o ra te  B ankrup tcy ,"  The J o u rn a l  o f  F i n a n c e . Vol .  XXIII 
(Sep tem ber ,  1968) ,  Dp. 589-609.
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The f i n a l  s t u d y  c i t e d  h e r e i n  was done by B a l l  and Brown (B&B).
By p o s t u l a t i n g  t h a t  r e p o r t e d  n e t  income i s  u s e f u l  t o  i n v e s t o r s  when mak­
ing  in v e s t m e n t  d e c i s i o n s ,  B&B s e t  o u t  to  e v a l u a t e  bo th  t h e  c o n t e n t  and 
t im in g  o f  e x i s t i n g  annual  income numbers.  In  o r d e r  t o  t e s t  t h e i r  a s s e r ­
t i o n ,  t h e  a u th o r s  assumed an e f f i c i e n t  m a r k e t ,  t h a t  i s ,  s e c u r i t y  p r i c e s  
a d j u s t  i n s t a n t a n e o u s l y  to  new i n f o r m a t i o n ,  and t h e s e  p r i c e  changes  r e ­
f l e c t  t h e  f low o f  new in f o r m a t i o n  t o  th e  m a rk e t .  Thus any p r i c e  changes  
a s s o c i a t e d  w i th  r e p o r t e d  n e t  income would i n d i c a t e  t h a t  th e  annua l  r e p o r t  
does c o n t a i n  new in f o r m a t io n  and ,  t h e r e f o r e ,  t h e  income numbers c o n t a i n e d  
t h e r e i n  a r e  u s e f u l .
S in c e  incomes o f  f i r m s  have tended  to  move t o g e t h e r ,  new i n f o r ­
m a t ion  c o n ta i n e d  i n  r e p o r t e d  n e t  income can be approx imated  by t h e  d i f ­
f e r e n c e  between t h e  a c t u a l  change  i n  income and i t s  c o n d i t i o n a l  e x p e c t a ­
t i o n .  The e x p e c te d  income change f o r  each f i r m  was e s t i m a te d  f i r s t  by 
r e g r e s s i n g  t h e  change o f  f i r m  j ' s  income on th e  change in  t h e  a v e r a g e  i n ­
come o f  a l l  f i r m s  i n  t h e  m arke t  u s in g  d a t a  up to  t h e  end o f  t h e  p re v io u s
33
y e a r  ( r  -  1 ,  2 ...............t - 1 ) :
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Ray Bal l  and P h i l i p  Brown, "An E m p ir ica l  E v a l u a t i o n  o f  Ac­
c o u n t in g  Income Numbers," J o u r n a l  o f  Account ing  R e s e a r c h , V o l . 6 (Autumn, 
1968) ,  pp.  159-78.
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where:
A A
A ] j t , A g j t  = t h e  e s t i m a t e d  r e g r e s s i o n  c o e f f i c i e n t s .
A I . . = t h e  change i n  f i r m  j ' s  income i n  p a s t  p e r i o d s .
J » t - r
am. = t h e  a v e r a g e  change in  income o f  a l l  f i r m s  ( e x c e p t  
J * t - r
f i r m  j )  in  p a s t  p e r i o d s .
Having d e te rm in e d  th e  e s t i m a t e d  r e g r e s s i o n  c o e f f i c i e n t s ,  t h e  e x p ec te d  i n ­
come change f o r  f i rm  j  in  y e a r  t  i s  g iven  by s u b s t i t u t i n g  t h e  change  in
th e  a c t u a l  a v e r ag e  income o f  a l l  f i r m s  in  y e a r  t  (AMjt ) :
A A A
AK = A , .  + A0 . .  AM.. ( 2 .2 )
j t  l j t  2 j t  j t .  '
where:
A
A I. .  = ex pec ted  income change f o r  f i r m  j  i n  y e a r  t ,  g iv e n  a c t u a l  
J **
av erage  change  i n  incomes o f  a l l  o t h e r  f i r m s .
AMjt  = a c tu a l  a v e r a g e  change in  income o f  a l l  o t h e r  f i r m s  in  
y e a r  t .
The d i f f e r e n c e  between a c t u a l  change  in  income and ex p ec ted  change ( f o r e ­
c a s t  e r r o r )  i n  income i s  u n ex p ec ted  and t h e r e f o r e  c o n t a i n s  new in fo rm a­
t i o n :
«jt= - V  (2-3)
where:
U.. = f o r e c a s t  e r r o r .
J ̂
Since  s to c k  p r i c e s  and r a t e s  o f  r e t u r n  a l s o  tend  t o  move t o g e t h e r  
due t o  th e  im pac t  o f  i n f o r m a t i o n  which a f f e c t s  t h e  e n t i r e  m a r k e t ,  th e  
change in  th e  r a t e  o f  r e t u r n  o f  f i r m  j ' s  s t o c k  was computed n e t  o f  m ark e t -  
wide e f f e c t s .  F i r s t ,  a d e t e r m i n a t i o n  o f  e x p e c te d  r e t u r n  was made by
r e g r e s s i n g  f i r m  j ' s  a c t u a l  p r e v io u s  monthly r a t e s  o f  r e t u r n  on an index 
o f  a c t u a l  p r e v io u s  marke t r e t u r n s  and g e n e r a t i n g  e s t i m a t e d  r e g r e s s i o n  c o ­
e f f i c i e n t s :
* *10 + kj V ’J + V  (2'4)
where:
PRjm = a c t u a l  p re v io u s  month ly  p r i c e  r e l a t i v e  o f  s e c u r i t y  j  
f o r  month m, d e f i n e d  d iv id e n d s  (djm) + c l o s i n g  p r i c e  
(Pjn^+1 )* d iv i d e d  by opening  p r i c e  (P -m)*
Lm = l i n k  r e l a t i v e  o f  F i s h e r ' s  "Combinat ion In v e s tm en t  P e r f o r ­
mance In d e x . "  A m arke t  p r i c e  r e l a t i v e .
A A
b i j *  bgj = e s t i m a t e d  r e g r e s s i o n  c o e f f i c i e n t s .
A
Vjm = s t o c k  r e t u r n  r e s i d u a l .
Then t h e  e x p ec te d  r e t u r n  f o r  f i r m  j  in  month t  was c a l c u l a t e d :
[ P R j t " 1] = b] j  + b2j  f 2 *5 )
where :
PR.. = ex p ec te d  p r i c e  r e l a t i v e  f o r  f i r m  j  in  month t ,  g iven  3 ̂
a c t u a l  r e t u r n  on m arke t  i n  p e r i o d  t .
Lt  = a c t u a l  r e t u r n  on m arke t  in  p e r i o d  t .
The d i f f e r e n c e  between a c t u a l  r a t e  o f  r e t u r n  and ex p ec te d  r a t e  o f  r e t u r n
f o r  f i r m  j  in  p e r i o d  t  i s  t h e  r e s u l t  o f  new i n f o r m a t i o n  c o n t a i n e d  in  t h e  
A
income r e p o r t  (U . . ) :
. ..........  3 ̂
v  ■ pRjt - pV  (2-6)
where:
A
= r e s i d u a l ;  r a t e  o f  r e t u r n  a t t r i b u t a b l e  t o  f a c t o r s  un ique  
t o  f i r m  j  and r e f l e c t e d  i n  t h e  annual  income r e p o r t .
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I f  income numbers a r e  u s e f u l  f o r  making i n v e s t m e n t  d e c i s i o n s ,  t h e  r e l a -
A A
t i o n s h i p  between U and V a t  t h e  annual r e p o r t  announcement d a t e  sh o u ld
A A A A
be such t h a t  when U<0 th e n  V<0 and c o n v e r s e l y  when U>0 t h e n  V>0.
The r e s u l t s  o f  t h e  t e s t s  a p p e a r  t o  have borne o u t  t h e i r  h y p o th e ­
s i s .  T y p i c a l l y ,  th e  m arke t  r e a c t e d  in  t h e  same d i r e c t i o n  when a c t u a l  i n ­
come d i f f e r e d  from ex p ec ted  income.  However,  i t  i s  q u i t e  p o s s i b l e  t h a t  
t h e  m arke t  r e a c t e d  to  o t h e r  i n f o r m a t i o n  which d id  no t  c o n f l i c t  w i th  t h e  
i n f o r m a t i o n  c o n ta in e d  i n  t h e  income numbers.  The s tudy  a l s o  p ro v id ed  
e v id en c e  t h a t  most o f  t h e  i n f o r m a t i o n  c o n t a i n e d  in  r e p o r t e d  income i s  a n ­
t i c i p a t e d  by t h e  market and t h a t  by t h e  t im e  annual e a r n in g s  a r e  announced 
no abnormal r e t u r n s  can be e a r n e d ,  th us  p r o v i d i n g  more ev id en ce  i n  s u p p o r t  
o f  th e  e f f i c i e n t  market h y p o t h e s i s .  The s tu d y  r a i s e d  s e v e r a l  i n t e r e s t i n g  
q u e s t i o n s  and th e  a u th o r s  conc lu d ed  t h a t :
Of a l l  the  i n f o r m a t i o n  a b o u t  an i n d i v i d u a l  f i r m  
which becomes a v a i l a b l e  d u r in g  a y e a r ,  o n e - h a l f  
o r  more i s  c a p t u r e d  in  t h a t  y e a r ' s  income number.
I t s  c o n t e n t  i s  t h e r e f o r e  c o n s i d e r a b l e .  However, 
t h e  annual income r e p o r t  does n o t  r a t e  h ig h ly  as  
a t i m e l y  medium, s i n c e  most o f  i t s  c o n t e n t  (85 to  
90 p e r  c en t )  i s  c a p t u r e d  by more orompt media which 
pe rh ap s  i n c lu d e  i n t e r i m  r e p o r t s . 3^
SUMMARY
A ccount ing  w r i t e r s  and t h e o r i s t s  have s t a t e d  t im e  and a g a in  t h a t  
a c c o u n t in g  i n f o r m a t io n  sh o u ld  be u s e f u l  t o  t h e  i n v e s t o r .  However, as  was 
p o in t e d  o u t  i n  t h i s  c h a p t e r ,  t h e o r e t i c a l  e x p o s i t i o n s  w r i t t e n  p r i o r  t o  t h e  
1960 's  have f a i l e d  to  p ro v id e  any r e a l  g u id an ce  t o  th e  problems f a c i n g  
t h e  i n v e s t o r .  Bas ic  q u e s t i o n s ,  such as  "Are i n v e s t o r s  r e c e i v i n g  t h e
34I b i d . , p. 176.
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I n f o r m a t i o n  they  need? I f  n o t ,  can a c c o u n t i n g  be changed so  t h a t  i t  w i l l
35p ro v id e  t h e  needed i n f o r m a t i o n ? "  were n o t  even r a i s e d  i n  t h e  developm ent  
o f  t h e o r y  s t r u c t u r e .  I t  remained f o r  S taubus  t o  push back th e  f r o n t i e r s  
w i t h  bo th  t h e o r e t i c a l  e x p o s i t i o n  and s u b s e q u e n t  e m p i r i c a l  i n v e s t i g a t i o n s  
b a se d  on h i s  t h e o r i z i n g .
The f i n d i n g s  o f  t h e  e m p i r i c a l  i n v e s t i g a t i o n s  c i t e d  i n  t h e  c h a p ­
t e r  i n d i c a t e d  t h a t  a c c o u n t in g  d a t a  does  have p r e d i c t i v e  a b i l i t y .  In t h e  
S taubus  s t u d i e s ,  i t  was shown t h a t  a l t e r n a t i v e  e a r n i n g s  v a r i a b l e s  were a s ­
s o c i a t e d  w i th  common s to c k  v a l u e s ;  i n  t h e  Beaver  i n v e s t i g a t i o n  and the  
Altman i n v e s t i g a t i o n  s e l e c t e d  f i n a n c i a l  r a t i o ( s )  were  a b l e  t o  p r e d i c t  
b a n k ru p tc y  w i th  g r e a t e r  a ccu racy  th a n  by chance  a l o n e ;  and l a s t l y ,  Bal l  
and Brown were a b l e  to  d e m o n s t r a t e  a r e l a t i o n s h i p  between a c c o u n t in g  i n ­
come numbers ( a t  l e a s t  c o i n c i d e n t a l l y ) ,  and r a t e s  o f  r e t u r n  on common 
s t o c k s .
This  p r e s e n t  s tu d y  draws upon many o f  t h e  t h e o r e t i c a l  and method­
o l o g i c a l  f o r m u la t io n s  p r e s e n t e d  h e r e ,  p a r t i c u l a r l y  t h o s e  o f  S t a u b u s .  I t  
i n v e s t i g a t e s  the  u s e f u l n e s s  o f  a l t e r n a t i v e  a c c o u n t in g  f low v a r i a b l e s  in  
p r e d i c t i n g  a r i s k - a d j u s t e d  r a t e  o f  r e t u r n  from common s t o c k s  by c o n s i d ­
e r i n g  t h e  i n v e s t m e n t  d e c i s i o n ,  a c c o u n t in g  i n p u t s  t o  t h a t  d e c i s i o n ,  and 
t h e  r e s u l t s  o f  t h a t  d e c i s i o n .
35 s t a u b u s ,  A Theory  o f  A ccoun t ing  t o  I n v e s t o r s , p .  2 .
CHAPTER I I I
THE RELATIONSHIP BETWEEN ACCOUNTING DATA 
AND THE INVESTOR'S RATE OF RETURN
U n t i l  q u i t e  r e c e n t l y  acc o u n t in g  t h e o r y ,  as ev idenced  by th e  works 
c i t e d  i n  t h e  p re v io u s  c h a p t e r ,  was comprised o f  t h e o r e t i c a l  e x p o s i t i o n s  
which r e s t e d  on l o g i c a l  p r o p r i e t y  and a p r i o r i  a rgum en ts .  In t h e  s o c i a l  
s c i e n c e s  t h e  v a l i d i t y  o f  t h e o r i e s  c anno t  be t e s t e d  on a p r i o r i  g rounds .
Such t h e o r i e s  must be v e r i f i e d  by some e x t e r n a l  method. Em pir ica l  t e s t s  
a r e  an e x t e r n a l  v e r i f i c a t i o n  method by which one can examine t h e  a b i l i t y  
o f  a h y p o th e s i s  t o  g e n e r a t e  o p e r a t i o n a l  i m p l i c a t i o n s  t h a t  l ead  to  p r e d i c ­
t i o n s  ab o u t  o b s e r v a b le  phenomena.^
In t h i s  c h a p t e r  th e  w e a l th - m ax im iza t io n  c r i t e r i o n  o f  t h e  i n v e s t o r  
i s  examined w i t h i n  th e  c o n t e x t u r e  o f  t h e  c o r p o r a t e  e a r n in g s  s t r e a m .  The
mode in  which th e  one s t a n d s  to  t h e  o t h e r  i s  d e l i n e a t e d ,  and s e l e c t e d  p r i n ­
c i p l e s  o f  income d e t e r m i n a t i o n  a r e  an a ly zed  from th e  i n v e s t o r ' s  p e r s p e c t i v e .  
The r e s u l t s  o f  t h e o r i z i n g  lead  to  t h e  development o f  a l t e r n a t i v e  hypo theses  
which a r e  e v a l u a t e d  i n  te rms o f  t h e i r  r e l a t i v e  a b i l i t y  to  p r e d i c t  t h e  r i s k -  
a d j u s t e d  r a t e  o f  r e t u r n  ea rn ed  by i n v e s t o r s .
V h e  Committee on Accounting Theory C o n s t r u c t i o n  and V e r i f i c a t i o n ,  
"R epor t  o f  th e  Committee on Accounting Theory and V e r i f i c a t i o n , "  The Ac­
co u n t in g  Review, Supplement to  Vol.  XLVI (1 9 7 1 ) ,  p .  77.
THE WEALTH MAXIMIZATION CRITERION
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The w e a l th - m a x im iz a t io n  c r i t e r i o n  i s  s im p ly  a n o t h e r  way o f  
s t a t i n g  t h a t  i n d i v i d u a l s  seek  to  maximize u t i l i t y  i n  t h e  Markowitz s e n se .^  
T r a d i t i o n a l l y ,  u t i l i t y  has  been t r e a t e d  as a f u n c t i o n  o f  t h o s e  goods and 
s e r v i c e s  t h a t  a re  consumed by i n d i v i d u a l s .  But goods and s e r v i c e s  a re  
n o t  w i t h o u t  c o s t  and r e q u i r e  t h a t  o t h e r  p r o p e r t y  which has a money v a l u e ,
i . e . ,  w e a l t h ,  be g iven  in  c o n s i d e r a t i o n  t h e r e o f .  T h e r e f o r e ,  u t i l i t y  may 
be e x p r e s s e d  in  t h e  form:
U t i l i t y  = f(Consumption) = g (W e a l th ) .
In an u n c e r t a i n  w or ld  an i n d i v i d u a l  must p l a n  h i s  l i f e t i m e  con­
sumption p a t t e r n  i n  th e  manner which p r o v i d e s  him w i t h  t h e  g r e a t e s t  u t i l ­
i t y .  I f  t h e  i n d i v i d u a l  consumes a l l  o f  h i s  a v a i l a b l e  w e a l t h  each p e r i o d ,  
t h e r e  i s  no p la n n in g  problem. However, when th e  i n d i v i d u a l  does n o t  wish 
to  consume a l l  o f  h i s  w e a l th  each p e r i o d ,  b u t  p r e f e r s  t o  a l l o c a t e  a p o r ­
t i o n  t o  f u t u r e  p e r i o d s ,  t h e  i n d i v i d u a l ,  i n  e s s e n c e ,  becomes an i n v e s t o r .
He i s  w i l l i n g  to  pos tpone  p r e s e n t  consumption f o r  more consumption i n  some 
f u t u r e  p e r i o d .  As an i n v e s t o r  he i s  concerned  w i th  t h e  r a t e  o f  r e t u r n  
from h i s  in v e s tm e n t  because  t h i s  r e p r e s e n t s  t h e  r a t e  a t  which h i s  w e a l th  
i s  a c c u m u la t in g .  T h e r e f o r e ,  th e  u t i l i t y  e q u a t i o n  can be expanded t o  t h e  
form:
U t i l i t y  = f (Consumption) = g (W eal th)  = k (R a te  o f  R e t u r n ) .
In s i t u a t i o n s  o f  u n c e r t a i n t y ,  where t h e  p o s s i b i l i t y  t h a t  t h e  a c t u a l  r a t e  
o f  r e t u r n  w i l l  d i f f e r  from th e  e x p ec te d  r a t e  o f  r e t u r n ,  t h e  e q u a t i o n  must 
be m o d i f ied  to  t a k e  r i s k  i n t o  acc o u n t :
2
The c h a r a c t e r i s t i c s  o f  an i n d i v i d u a l  s e e k in g  t o  maximize u t i l i t y  
i n  t h e  Markowitz sen se  a r e  l i s t e d  i n  c h a p t e r  IV.
U t i l i t y  = k (E xpec ted  Rate o f  R e t u r n ,  R i s k ) .
The c o n su m p t io n - in v e s tm en t  t r a d e o f f  i s  t y p i c a l l y  a m u l t i - p e r i o d  
prob lem.  S p e c i f i c a t i o n  o f  a sequence  o f  s i n g l e - p e r i o d  d e c i s i o n s  once 
and f o r  a l l  would r a r e l y  be o p t i m a l ,  and n e i t h e r  would i t  be op t im a l  to 
s im p ly  make a f i r s t - p e r i o d  d e c i s i o n  t h a t  would maximize u t i l i t y  o f  w e a l th  
a t  th e  end o f  t h a t  p e r i o d  and d i s r e g a r d  in v e s t m e n t  o p p o r t u n i t i e s  i n  l a t e r  
p e r i o d s . 3 Any sequence  o f  p o r t f o l i o  d e c i s i o n s  a r e  c o n t i n g e n t  upon th e  
outcomes o f  p r e v i o u s  p e r io d s  and t h e  p r o b a b i l i t y  d i s t r i b u t i o n s  o f  e x p ec te d  
r e t u r n s  i n  f u t u r e  p e r i o d s ,  and i t  i s  on ly  a t  t h e  b eg in n in g  o f  t h e  l a s t  
p e r i o d  t h a t  t h e  i n v e s t o r  can make a s im p le  d e c i s i o n  to  d i v i d e  h i s  w e a l th  
so  t h a t  he r e c e i v e s  t h e  g r e a t e s t  u t i l i t y  t h a t  p e r i o d . ^
Due t o  l a c k  o f  a cogen t  m u l t i - p e r i o d  t h e o r y ,  Fama, Hakansson 
and Mossin have assumed t h a t  the  c o n su m p t io n - in v e s tm en t  d e c i s i o n  o f  th e  
i n v e s t o r  can be c h a r a c t e r i z e d  by th e  s i n g l e - p e r i o d  model,  i . e . ,  t h e  i n ­
v e s t o r  w i l l  behave i n  a manner c o n s i s t e n t  w i th  maximizing t h e  e x p e c te d  
va lue  o f  consumpt ion  d u r in g  th e  p e r i o d  and t e r m i n a l  w e a l th  a t  t h e  end 
o f  the  p e r i o d ,  g iv en  t h a t  t h e  i n v e s t o r  has a r i s k - a v e r s e  u t i l i t y  f u n c t io n .®  
S in ce  consumption i s  a f u n c t i o n  o f  w e a l t h ,  Fama has shown t h a t  under  
c e r t a i n  c o n d i t i o n s  consumption can be i g n o r e d ,  and th e  i n v e s t o r  w i l l  a c t
^ Jan  M o ss in ,  "Optimal M u l t i - P e r i o d  P o r t f o l i o  P o l i c i e s , "  The 
J o u r n a l  o f  B u s i n e s s , Vol.  4 1 ,  No. 2 ( A p r i l ,  1 9 6 8 ) ,  p .  221.
4 Ibid.
® Eugene Fama, M u l t i - P e r i o d  C onsum pt ion- inves tm en t  D e c i s i o n s , 
Repor t  No. 6803 (C h icago :  U n i v e r s i t y  o f  Chicago C en te r  f o r  Mathematical
S tu d i e s  i n  B us iness  and Economics ,  1968) .  N i l s  H. Hakansson ,  Optimal 
In v e s tm en t  and Consumption S t r a t e g i e s  f o r  a C la s s  o f  U t i l i t y  F u n c t i o n s , 
Working P ape r  101 (Los  A n g e le s ,  C a l i f o r n i a :  Western  Management S c ie n ce  
I n s t i t u t e ,  1966).  J an  M oss in ,  0[K c i t . ,  pp. 215-29 .
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1n a manner c o n s i s t e n t  w i th  t h e  w e a l th - m a x i m iz a t io n  c r i t e r i o n . ®
THE CORPORATE EARNINGS STREAM
An i n v e s t o r  i n  common s to ck  t y p i c a l l y  ba se s  h i s  d e c i s i o n  on th e  
assum pt ion  t h a t  t h e  b u s i n e s s  e n t e r p r i s e  w i l l  have a p e r p e t u a l  e x i s t e n c e ,  
t h a t  i s ,  u n l e s s  t h e r e  i s  prima f a c i e  e v id e n c e  t o  t h e  c o n t r a r y . ^  He d e ­
s i r e s  to  p r e d i c t  th e  f u t u r e  cash  flows a c c r u i n g  t o  him d u r in g  and a t  the  
t e r m i n a t i o n  o f  a s p e c i f i e d  h o l d i n g  p e r i o d .  This  s t r e a m  i s  dependen t  upon 
th e  f i r m ' s :
1 . f u t u r e  cash  r e c e i p t s  and d i s b u r s e m e n t s  r e l a t e d  t o  
o p e r a t i o n s ;
2 . d i v id e n d  p o l i c y ;  and
3. f i n a n c i a l  s t r u c t u r e .
In  a m icro-economic  s e t t i n g  a l l  o f  t h e s e  a r e  i n t e r r e l a t e d  and a f u n c t i o n  
o f  t h e  f i r m ' s  p o r t f o l i o  o f  a s s e t s .  The f u t u r e  cash  r e c e i p t s  and d i s b u r s e ­
ments r e l a t e d  t o  o p e r a t i o n s  a re  a b s o l u t e l y  and u n a l t e r a b l y  dependen t  upon 
t h e  a s s e t  p o r t f o l i o .  In t u r n ,  bo th  d iv id e n d  p o l i c y  and f i n a n c i a l  s t r u c ­
t u r e  a r e  a f u n c t i o n  o f  t h e  cash flow s c h e d u l e .  All  the  v a r i a b l e s  u l t i ­
m a te ly  depend upon t h e  a s s e t  p o r t f o l i o ,  b u t  e x am in a t io n  o f  t h i s  p o r t f o l i o  
a lone  would n o t  y i e l d  t h e  i n f o r m a t i o n  needed by th e  i n v e s t o r .  R a t h e r  than  
a t t e m p t  to  g le a n  a l l  i n f o r m a t i o n  from t h i s  s to c k  o f  r e s o u r c e s ,  a t t e n t i o n  
i s  focused  on cash r e c e i p t s  and d i s b u r s e m e n t s  which s p r i n g  d i r e c t l y  from 
th e  a s s e t s  and which w i l l  d e te r m in e  d i v i d e n d  p o l i c y ,  growth and u l t i m a t e l y
® Eugene Fama, R i s k ,  R e t u r n ,  and E q u i l i b r i u m , Repor t  No. 6831 
(Chicago:  U n i v e r s i t y  o f  Chicago C en te r  f o r  Mathemat ica l  S tu d i e s  i n
B us iness  and Economics ,  1968).
7 R. K. J a e d i c k e  and R. T. S p r o u se ,  Accounting  Flows: Income,
Funds ,  and Cash (Englewood C l i f f s :  P r e n t i c e - H ' a l l , I n c . , 1 9 6 5 ) ,p .  34.
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t h e  cash flow t o  t h e  i n v e s t o r .
All  rev en u es  a r e  s u r r o g a t e s  f o r  cash  r e c e i p t s  o r  t h e i r  e q u i v a ­
l e n t ,  s i n c e  cash  w i l l  be g e n e r a t e d  im m ed ia te ly  upon revenue  r e c o g n i t i o n  o r  
a t  such t ime when t h e  r e l a t e d  r e c e i v a b l e  m a t u r e s ;  and a l l  expenses  a re  s u r ­
r o g a t e s  f o r  cash d i s b u r s e m e n t s  o r  t h e i r  e q u i v a l e n t ,  s i n c e  cash w i l l  u l t i ­
m a te ly  be expended f o r  t h e  a c q u i s i t i o n  o f  s e r v i c e s .  In  a c c ru a l  a c c o u n t in g  
i t  becomes a q u e s t i o n  o f  which p e r i o d  w i l l  e x p e r i e n c e  t h e  cash f low.  T h e r e ­
f o r e ,  t h e  measurement o f  revenue  and expense  e v e n t s  has r e l e v a n c e  to  t h e  
i n v e s t o r  both as an i n d i c a t i o n  o f  t h e  f u t u r e  d i v id e n d  s t r e a m  which can be 
d i s t r i b u t e d  by t h e  b u s i n e s s  e n t e r p r i s e  w i t h o u t  r e d u c in g  i t s  e a r n i n g  c a p a c i t y ,  
and i n  t h e  amount o f  growth which i s  impounded i n  t h e  s to c k  p r i c e  t h a t  can 
be e x p e c te d  i f  e a r n i n g s  a r e  r e t a i n e d  and r e i n v e s t e d . ^  The im por tance  o f  
t h e  fo r e g o in g  s t a t e m e n t  c a n n o t  be o v e r s t a t e d  b ecause  i t  s u g g e s t s  t h a t  
revenue and expense  e v en t s  a f f e c t  common s t o c k  v a lu e s  and t h a t  revenue 
and expense  e v e n t s ,  g iven  t h e  going  concern  a s s u m p t i o n ,  have a s t r o n g  t e n ­
dency t o  r e c u r . 9  S in ce  b o th  o f  t h e s e  f a c t o r s  a re  c r u c i a l  in  p r e d i c t i n g  
f u t u r e  r a t e  o f  r e t u r n ,  t h e  s t a t e m e n t  o f  income and expense  c o n t a i n s  v a l u a b l e  
i n f o r m a t i o n  f o r  t h e  i n v e s t o r .  I t  i s  p o s t u l a t e d  i n  t h i s  s t u d y  t h a t  a c c o u n t ­
i n g  d a t a  have p r e d i c t i v e  a b i l i t y  b eca u se  a c c o u n t i n g  d a t a  measure the  p r o p e r  
e v e n t s .  The e v e n t s  measured a re  s y s t e m a t i c a l l y  r e l a t e d  over  t i m e ,  and 
as  such p ro v id e  a b a s i s  f o r  p r e d i c t i n g  th e  t r e n d  and v a r i a b i l i t y  o f  f u t u r e  
cash f low s .
8 I b i d . , p .  34.
9 George J . S t a u b u s , A Theory  o f  A ccount ing  t o  I n v e s t o r s  
( B e r k e l e y ,  C a l i f o r n i a :  U n i v e r s i t y  o f  C a l i f o r n i a  P r e s s ,  1961) ,  p .  95.
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The b a s i s  f o r  e x p e c t i n g  an a s s o c i a t i o n  between common s to c k  
p r i c e s  and e a r n in g s  has both  t h e o r e t i c a l  and e m p i r i c a l  s u p p o r t  i n  t h e  
f i n a n c i a l  and a c c o u n t in g  l i t e r a t u r e . ^ ®  V i r t u a l l y  a l l  i n t r i n s i c  va lue  
models u t i l i z e  e a r n i n g s  t o  d e te r m in e  t h e  v a lu e  o f  t h e  f i r m . ^  Cross  s e c ­
t i o n a l  s t u d i e s  have p ro v id ed  e m p i r i c a l  e v id e n c e  t h a t  t h e  v a l u e  o f  th e  
f i r m  i s  a f u n c t i o n  o f  e a r n i n g s .  M o d ig l ian i  and M i l l e r  i n  a s tu d y  o f  t h e
E l e c t r i c  U t i l i t y  I n d u s t r y  conc luded  t h a t  e a r n in g s  a r e  t h e  most im p o r t a n t
12
e x p l a n a t o r y  v a r i a b l e  o f  v a lu e .
PRINCIPLES OF INCOME DETERMINA­
TION REEXAMINED FROM THE 
INVESTOR'S PERSPECTIVE
The S e r v i c e  Flow Concept
13A sse t s  r e p r e s e n t  e x p ec te d  f u t u r e  economic b e n e f i t s .  These  bene­
f i t s  a r e  t r an s fo rm ed  i n t o  s e r v i c e s  in  o r d e r  t o  c r e a t e  t h e  f i r m ' s  p r o d u c t .  
The a c c o u n t in g  p ro c e s s  may be viewed as one o f  a c c o u n t i n g  f o r  t h e  f low o f  
s e r v i c e s  i n t o ,  w i t h i n ,  and o u t  o f  a b u s i n e s s  e n t e r p r i s e .  The s e r v i c e s  may 
be im media te ,  such as l a b o r  which i s  used as  a c q u i r e d ,  o r  t h e  s e r v i c e s  may
An e x c e l l e n t  l i s t  o f  e m p i r i c a l  r e s e a r c h  in  a c c o u n t in g  has been 
p u b l i s h e d  by Ray B a l l ,  "Index o f  E m p i r ic a l  Research  in  A c c o u n t in g , "  J o u r n a l  
o f  Accounting R e s e a r c h , Vol.  9 ,  No. 1 ( S p r i n g ,  19 7 1 ) ,  pp.  1 -31 .  The s t u d i e s  
which i n v e s t i g a t e d  t h e  a s s o c i a t i o n  between s t o c k  p r i c e s  and e a r n i n g s  a r e  
l i s t e d  under "Income, s t o c k  p r i c e s  and . . . . " ,  p.  13.
^ B .  Graham, D. L. Dodd and S. C o t t l e ,  S e c u r i t y  A n a l y s i s ,  P r i n c i ­
p l e s  and T e c h n iq u e s ; (4 th  ed .  New York: McGraw-Hill Book Co. , 1962).
^ F .  Modtg'vfani and M. M i l l e r ,  "Some E s t im a te s  o f  t h e  Cost  o f  
C a p i t a l  to  th e  E l e c t r i c  U t i l i t y  I n d u s t r y , "  The American Economic Review 
( J u n e ,  1966),  pp.  333-391.
13R. Sprouse  and M. M ooni tz ,  A T e n t a t i v e  S e t  o f  Broad Accounting 
P r i n c i p l e s  f o r  B us iness  Ent e r p r i s e s , Accoun t ing  Research  S tudy No. 3 (New 
York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 2 ) ,  p.  2 0 .
a t t a c h  to  a p h y s i c a l  o b j e c t  and f low w i th  i t ,  such as  m a t e r i a l s ;  and f i ­
n a l l y ,  s e r v i c e s  may be a c q u i r e d  i n  b u n d le s ,  such as m a c h in e ry ,  where s e r -
14
v i c e s  f low from th e  b und le  w i t h o u t  p h y s i c a l  change  i n  t h e  a s s e t .  The 
s e r v i c e  a c t i v i t y  c r e a t e s  t h e  p ro d u c t  as th e  s e r v i c e s  f low i n t o  th e  new 
p r o d u c t .  However,  i n  t h e  r e a l  w o r ld ,  t h e  op t im a l  r e l a t i o n s h i p  between 
s e r v i c e  i n p u t s  and p ro d u c t  i s  d i f f i c u l t  and i n  some c a s e s  i m p o s s i b l e  t o  
s p e c i f y .
The t h e o r e t i c a l  p r o p r i e t y  o f  a t t e m p t i n g  t o  match s e r v i c e s  f l o w ­
ing  from a l l  t h e  a s s e t s  t o  t h e  p r o d u c t  c r e a t e d  i s  u n q u e s t i o n a b l e  s i n c e  a l l  
o f  t h e  a s s e t s  endeavor  t o  g e n e r a t e  revenues  and a l l  c o s t s  m us t  be r e c o v ­
e re d  i f  th e  e n t e r p r i s e  i s  t o  remain in  e x i s t e n c e .  However,  a c c r u a l  a c c o u n t -
15
ing  s a c r i f i c e s  some d e g re e  o f  p r e c i s e n e s s  i n  measurement.  For th o s e  s e r ­
v i c e s  where t h e  i n f l o w - o u t f l o w  r e l a t i o n s h i p s  a r e  r e a d i l y  d i s c e r n i b l e ,  p r e s ­
e n t  a c c o u n t in g  p r a c t i c e s  a c c u r a t e l y  p o r t r a y  t h e  u n d e r l y i n g  economic e v e n t s .  
But t h e  income s t a t e m e n t  a l s o  i n c o r p o r a t e s  o t h e r  i n f l o w - o u t f l o w  r e l a t i o n ­
s h i p s ,  which a r e  r e c u r r i n g ,  b u t  which a r e  more t ro u b leso m e  t o  t h e  a c c o u n t ­
a n t  b ecause  t h e s e  r e l a t i o n s h i p s  a r e  n o t  so e a s i l y  s u s c e p t i b l e  t o  i d e n t i f i ­
c a t i o n  and measurement.  T h i s  i s  p a r t i c u l a r l y  t r u e  o f  t h e  r e l a t i o n s h i p  b e ­
tween s e r v i c e s  f lo w in g  w i th  in v e n to r y  and p r o d u c t ,  and s e r v i c e s  f low ing  
from f i x e d  a s s e t s  and p r o d u c t .
E v a l u a t i o n  o f  S e l e c t e d  P r i n c i p l e s  o f  Income D e te r m in a t io n
The t r a d i t i o n a l  income s t a t e m e n t  combines a l l  s e r v i c e  a c t i v i t i e s  
on a f u n c t i o n a l  b a s i s  and d e d u c ts  them from rev en u es  t o  a r r i v e  a t  n e t
^ N o r t o n  B edfo rd ,  Modern Accounting (New York: The Ronald P r e s s  
C o . ,  1968 ) ,  p .  237.
15Jaedicke and Sprouse, 0£ .  c i t . , p. 38.
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Income. The a s s e t s  from which t h e s e  s e r v i c e s  s tem a r e  measured by s e v ­
e r a l  t e c h n i q u e s .  Net monetary  a s s e t s  a r e  measured a t  f a c e  v a l u e ,  d i s ­
coun ted  va lue  o f  f u t u r e  money movements,  and n e t  r e a l i z a b l e  v a lu e  J ®  
S h o r t - t e r m  non-mone ta ry  a s s e t s  a r e  g e n e r a l l y  measured a t  h i s t o r i c a l  c o s t ,  
a l th o u g h  u n d e r  c e r t a i n  c o n d i t i o n s  i n v e n t o r y  i s  measured a t  m a rke t  ( lo w e r  
o f  c o s t  o r  m a r k e t ) .  Fixed a s s e t s  a re  measured a t  h i s t o r i c a l  c o s t .  
A ccount ing  f o r  immedia te  s e r v i c e s  stemming from n e t  monetary  a s s e t s  i s  
on a c u r r e n t  b a s i s ;  f o r  exam ple ,  the  s e r v i c e s  f lo w in g  from d i r e c t  l a b o r  
a r e  consumed im m ed ia te ly  and r e n u m e ra t io n  i s  c u r r e n t .  A ccoun t ing  f o r  
s e r v i c e s  a t t a c h e d  t o  t h e  p h y s i c a l  f low o f  i n v e n t o r y  i s  n o t  q u i t e  as c l e a r -  
c u t  b e ca u se  o f  i n h e r e n t  weaknesses  i n  t h e  measurement o f  c o s t  o f  goods 
s o l d  and end ing  b a l a n c e s .  These  weaknesses  e x i s t  p a r t l y  b e ca u se  o f  th e  
p r e s e n t  p r a c t i c e  o f  a d h e r in g  t o  h i s t o r i c a l  c o s t ,  and p a r t l y  b e ca u se  o f  
t h e  p r i n c i p l e s  go v e rn in g  a l l o c a t i o n  be tween a s s e t  and expense .
I n v e n to r y  a c c o u n t in g  i s  dual a s p e c t u a l .  F i r s t ,  in  ranked  
i m p o r t a n c e ,  a c c o r d in g  to  the  American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s ,  i s  t o  deve lop  c h a rg es  p r o p e r l y  a p p l i c a b l e  t o  c u r r e n t  r e ­
venue i n  o r d e r  to  c l e a r l y  r e f l e c t  p e r i o d i c  income. And s e c o n d l y ,  to  
r e p o r t  on t h e  b a l a n c e  s h e e t  a v a lu e  p r o p e r l y  c h a r g e a b l e  t o  f u t u r e  
r e v e n u es .
A m a jo r  o b j e c t i v e  o f  a c c o u n t in g  f o r  i n v e n t o r i e s  
i s  t h e  p r o p e r  d e t e r m i n a t i o n  o f  income th ro u g h  th e  
p r o c e s s  o f  match ing  a p p r o p r i a t e  c o s t s  a g a i n s t  revenues  
. . . t h e  m a jo r  o b j e c t i v e  i n  s e l e c t i n g  a method sho u ld  
be t o  choose  t h e  one w h ich ,  under  t h e  c i r c u m s t a n c e s ,  
most c l e a r l y  r e f l e c t s  p e r i o d i c  income.
16 g . J .  S t a u b u s ,  "The A s s o c i a t i o n  o f  F i n a n c i a l  A ccount ing  
V a r i a b l e s  w i th  Common Stock V a l u e s , "  The A ccoun t ing  Review, Vol.  XL, 
No. 1 ( J a n u a r y ,  1 9 6 5 ) ,  p .  119.
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In a c c o u n t in g  f o r  t h e  goods 1n t h e  I n v e n t o r y  a t  
any p o i n t  o f  t i m e ,  t h e  m ajo r  o b j e c t i v e  i s  t h e  match ing  
o f  a p p r o p r i a t e  c o s t s  a g a i n s t  revenues  in  o r d e r  t h a t  
t h e r e  may be a p r o p e r  d e t e r m i n a t i o n  o f  t h e  r e a l i z e d  
income.  T hus ,  t h e  i n v e n t o r y  a t  any g iven  d a t e  i s  t h e  
b a l a n c e  o f  c o s t s  a p p l i c a b l e  t o  goods on hand rem a in in g  
a f t e r  the  match ing  o f  a bso rbed  c o s t s  w i th  c o n c u r r . n t  
r e v e n u e s .  This  b a l a n c e  i s  a p p r o p r i a t e l y  c a r r i e d  to  
f u t u r e  p e r io d s  p ro v id ed  i t  does n o t  exceed an amount 
p r o p e r l y  c h a r g e a b le  a g a i n s t  t h e  revenues  e x p e c t e d  to  
be o b t a i n e d  from u l t i m a t e  d i s p o s i t i o n  o f  t h e  goods 
c a r r i e d  fo rw ard .17
The most w id e ly  used  in v e n t o r y  c o s t i n g  methods d u r in g  th e  
1960-1970 p e r i o d  were  f i r s t - i n ,  f i r s t - o u t ,  w e igh ted  a v e r a g e ,  and l a s t -  
i n ,  f i r s t - o u t  J ®  In an economic env i ronm ent  where p r i c e s  p a id  f o r  mer­
c h an d i s e  do n o t  f l u c t u a t e  s i g n i f i c a n t l y ,  d i f f e r e n c e s  among methods a r e  
c o m p a r a t i v e ly  minor .  However,  in  a p e r i o d  o f  f l u c t u a t i n g  p r i c e s ,  such 
as t h o s e  e x p e r i e n c e d  between 1960-1970,  th e  a l t e r n a t i v e  i n v e n t o r y  me­
thods  p ro v id e d  r e l a t i v e l y  m a t e r i a l  d i f f e r e n c e s  on f i n a n c i a l  s t a t e m e n t s  
and t h e  l i m i t a t i o n s  o f  each method weighed  h e a v i l y .
Those companies u s in g  F i f o  matched r i s i n g  s a l e s  p r i c e s  w i th
17 Committee on Account ing  P rocedu re  and A ccoun t ing  Te rm inology .  
Research and Terminology B u l l e t i n  ( F in a l  E d i t i o n ;  New York: 
American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n t s ,  1 9 6 1 ) ,  pp .  28-29.
Based on a sample  o f  600 com pan ies ,  t h e  f o l l o w i n g  c o s t  
methods were t h o s e  most f r e q u e n t l y  used f o r  r e p o r t i n g  p u r p o s e s .
Year  Cost Method
F i f o  Wtd. Average L i f o
1970 203 ~Vfc
1965 213 176 191
1960 182 157 196
These s t a t i s t i c s  a r e  found i n  th e  f o l l o w i n g  p u b l i c a t i o n s :  American
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c co u n ta n t s ,  Account ing  Trends  and Tech­
n iques  (25 th  e d . ; New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
A c c o u n t a n t s , 1971 ) ,  p.  61.  _ , Account ing  Trends and Techniques
(18 th  e d . ; New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  
1 9 6 4 ) ,  p.  46.
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o l d e s t  low c o s t i n g  i n v e n t o r y ,  r e s u l t i n g  in  h i g h e r  g r o s s  p r o f i t  and h i g h e r
t a x e s .  Repor ted e a r n i n g s  were n o t  a v a i l a b l e  t o  owners b ecause  o f  t h e
I n c r e a s e d  c o s t s  which would be i n c u r r e d  t o  r e p l e n i s h  t h e  gap in  i n v e n t o r y
r e s u l t i n g  from s a l e s .  F u r th e rm o re ,  th e  o b j e c t i v e s  o f  match ing  c u r r e n t
c o s t s  w i th  c u r r e n t  revenues  and t h e  s e p a r a t e  r e p o r t i n g  o f  g a in s  and l o s s e s
from p r i c e  changes  a re  n o t  g e n e r a l l y  met w i th  th e  f i r s t - i n ,  f i r s t - o u t
i n v e n t o r y  p r o c e d u r e . ^  Those companies u s in g  w e ig h ted  av erage  methods
o b t a i n e d  r e s u l t s  s i m i l a r  t o  what would have been shown had F i f o  been
u s e d . 2® S i m i l a r l y ,  average  c o s t s  do n o t  r e f l e c t  e i t h e r  t h e  match ing  o f
c u r r e n t  c o s t s  w i t h  c u r r e n t  revenues  o r  b a la n c e  s h e e t  v a l u a t i o n s  i n  te rms
o f  c u r r e n t  c o s t s  b e ca u se  they  p e r p e t u a l l y  c o n ta i n  t o  some minor  d e g r e e ,
t h e  i n f l u e n c e  o f  e a r l i e s t  c o s t s  and i n v e n t o r y  v a lu es  t h a t  may l a g  s i g n i -
21f i c a n t l y  beh ind  c u r r e n t  p r i c e s  in  p e r io d s  o f  r i s i n g  o r  f a l l i n g  p r i c e s .
L i fo  and th e  v a r io u s  a c c e l e r a t e d  d e p r e c i a t i o n  methods a re  
a c c e p t e d  to day  b e ca u se  o f  t a x  r e g u l a t i o n s  and a re  a p p l i e d  i n d i s c r i m i n a n t l y  
i n  many i n s t a n c e s  w i t h o u t  r e g a rd  t o  t h e i r  t h e o r e t i c a l  p r o p r i e t y . 22 The 
t h e o r e t i c a l  o b j e c t i o n s  to  th e  use o f  l a s t - i n ,  f i r s t - o u t  a r e  m a n i fo ld .  
Pe rhaps  th e  most s a l i e n t  o b j e c t i o n  t o  the  use  o f  L i f o  i s  th e  v a lu e  a s ­
s ig n e d  t o  end ing  i n v e n t o r y .  This  va lue  can r a r e l y  be c u r r e n t  i n  p e r io d s  
o f  f l u c t u a t i n g  p r i c e s  and as s u c h ,  f i n a n c i a l  r a t i o s  based  on b a la n c e
Eldon S. H e n d r ik s en ,  Account ing  Theory (Rev ised  e d i t i o n ;  
Homewood: R ichard  D. I r w i n ,  I n c . , 1970) ,  p .  340.
20 Harry Simons,  In te rm ed i  a t e  A c c o u n t in g , Comprehensive volume 
( 5 t h  e d i t i o n ;  C i n c i n n a t i :  South-Western  P u b l i s h i n g  C o . ,  1 9 7 2 ) ,  p.  261.
21 I b i d . , p. 263.
22 R. F, Salmonsoh. B as ic  F i n a n c i a l  A ccount ing  Theory (Belmont :
Wadsworth P u b l i s h i n g  Company, I n c . , 1969) ,  p .  26.
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s h e e t  i n v e n t o r y  f i g u r e s  a re  f r e q u e n t l y  m e a n i n g le s s .  However,  s i n c e  t h i s  
r e s e a r c h  fo cu ses  on t h e  r e l a t i v e  u s e f u l n e s s  o f  a l t e r n a t i v e  income flow 
m e a s u re s ,  th e  r e m a in in g  o b j e c t i o n s  t o  L i fo  a t t a c k  th e  method from t h e  
s t a n d p o i n t  o f  income d e t e r m i n a t i o n .
F i r s t ,  L i f o  i s  n o t  a sound measurement method. I t  does n o t  
measure  what a c t u a l l y  took p l a c e  s i n c e  i t  i s  d r a m a t i c a l l y  opposed to  
t h e  u s u a l  f low o f  goods .  Such a p r a c t i c e  o b sc u r e s  measurements  and 
c o n t r a d i c t s  th e  aims o f  a cc o u n t in g  to  r e p o r t  f i n a n c i a l  a c t i v i t i e s  
f a i r l y . 23
S e c o n d ly ,  L i f o  t en d s  t o  smooth income.  Th is  r e s u l t s  in  a 
r e l a t i v e l y  s t a b l e  g ro s s  p r o f i t  p e r c e n t a g e s ,  d e s p i t e  f l u c t u a t i n g  p r i c e s .  
A r t i f i c i a l  smooth ing i s  u n d e s i r a b l e .  I f  t h e  r e s u l t s  o f  o p e r a t i o n s  a r e  
n o t ,  i n  f a c t ,  sm oo th ,  a cc o u n t in g  methods s h o u ld  n o t  a l low  them t o  a p p ea r '  
as though they  w e r e . 2^
T h i r d l y ,  when in v e n t o r y  i s  reduced  below normal q u a n t i t i e s ,  
t h e  m a tch ing  o f  a n c i e n t  c o s t s  w i th  c u r r e n t  revenues  p roduces  absurd  
r e s u l t s . 2^ F u r th e r m o re ,  t h e  f e a r  o f  l i q u i d a t i o n  o f  L i f o  i n v e n t o r y  and 
t h e  t a x  consequences  have le d  t o  i r r a t i o n a l  buy ing  p o l i c i e s ,  p a r t i c u l a r l y  
a t  y e a r  e n d . 26
F o u r t h l y ,  as a method o f  s o l v i n g  t h e  p r i c e - l e v e l  p rob lem ,
?3 Sim ons,  ojd. c i t . ,  p.  265.
2^ H e n d r ik s e n ,  o£.  c i t . , p .  345.
25 I b i d . ,  p .  344.
26 I b i d . , c i t i n g  Waino W. S u o ja n e n ,  "L i fo  as a Spur t o  I n ­
f l a t i o n  -  The Recent E xper ience  o f  Cooper ."  The A ccount ing  Review, Vol.  XXXII 
( J a n u a r y ,  1957) ,  pp.  42-50 .
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L i f o  i s  i n c o m p le te  and i t  p e r m i t s  a d e f e r r a l  i n  r e c o g n i t i o n  o f  ga in s  and 
l o s s e s  from t h e  h o ld in g  o f  i n v e n t o r i e s  w h i l e  s p e c i f i c  p r i c e s  a r e  changing  
a t  a r a t e  which d i f f e r s  from t h a t  o f  p r i c e s  i n  g e n e r a l . 27
L a s t l y ,  t h e  a p p l i c a t i o n  o f  L i f o  s im ply  tends  t o  u n d e r s t a t e  n e t
income.
Based on th e  a fo rem en t io n ed  o b j e c t i o n s ,  t h e r e  i s  a q u e s t i o n  o f  
w h e th e r  t h e  a d d i t i o n  o f  i n v e n t o r y - c o s t - o f - s a l e s  a c c o u n t in g  improves  upon
pQ
flow measurements o f  t h e  su cce ss  o f  b u s i n e s s  a c t i v i t i e s .
Accoun t ing  f o r  s e r v i c e s  stemming from f ix e d  a s s e t s  i s  t h e  most
q u e s t i o n a b l e  o f  a l l .  The American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n t s '
Committee on Terminology fo rm u la ted  t h e  f o l l o w i n g  d e f i n i t i o n  and comments:
D e p r e c i a t i o n  a c c o u n t in g  i s  a sys tem  o f  a c c o u n t in g  which 
alms t o  d i s t r i b u t e  the  c o s t  o r  o t h e r  b a s i c  v a lu e s  o f  
t a n g i b l e  c a p i t a l  a s s e t s ,  l e s s  s a l v a g e  ( i f  a n y ) ,  o v e r  
t h e  e s t i m a t e d  u s e f u l  l i f e  o f  th e  u n i t  (which may be a 
group o f  a s s e t s )  i n  a s y s t e m a t i c  and r a t i o n a l  manner.
I t  i s  a p ro c e ss  o f  a l l o c a t i o n ,  n o t  o f  v a l u a t i o n .  De­
p r e c i a t i o n  f o r  t h e  y e a r  i s  t h e  p o r t i o n  o f  t h e  t o t a l  
c h a r g e  under  such a sys tem  t h a t  i s  a l l o c a t e d  t o  t h e  
y e a r .  Although t h e  a l l o c a t i o n  may p r o p e r l y  t a k e  i n t o  
acc o u n t  o ccu ren ces  d u r in g  th e  y e a r ,  i t  i s  n o t  i n t e n d e d  
to  be a measurement o f  t h e  e f f e c t  o f  a l l  such o c c u r e n c e s . 30
D e p r e c i a t i o n  can be c o n s i d e r e d :  a)  a f a l l  i n  p r i c e ,  b) a
measure  o f  u s in g  u p ,  c) a f a l l  i n  v a l u e ,  d) a p ro c e s s  o f  c o s t  a l l o c a t i o n . ^
27 I b i d . , p.  343.
28 Salmonson, 0£ .  c i t . , p.  57.
29 6 . J .  S t a u b u s ,  " T e s t in g  In v e n to ry  A c co u n t in g ,"  The Accoun t ing
Review, Vol. X L I I I ,  No. 3 ( J u l y ,  19 6 8 ) ,  p.  414.
30 Committee on Account ing  Procedure  and A ccoun t ing  T e rm ino logy ,
op. c i t . , p.  25.
31 Louis  G oldberg ,  Concepts  o f  D e p r e c i a t i o n  (Melbourne: H a rs to n
P a t r i d g e  and Company, I 9 6 0 ) ,  p .  9 .
The American I n s t i t u t e  has  c o n s i d e r e d  i t  d e s i r a b l e  t o  emphasize  t h e  c o s t  
a l l o c a t i o n  c o n c e p t  as  t h e  p r i m a r y ,  i f  n o t  t h e  s o l e  meaning o f  t h e  t e rm .  
The a r b i t r a r y  s e l e c t i o n  o f  t h e  c o s t  a l l o c a t i o n  co n ce p t  r e s t s  upon,  among 
o t h e r  t h i n g s ,  t h e  h e r o i c  assumption  c o n ce rn in g  th e  s t a b i l i t y  o f  t h e  
moneta ry  u n i t .  P e r i o d i c  d e p r e c i a t i o n  th e n  i s  mere ly  a s l i c e  o f  c o s t  
charged  a g a i n s t  r evenues  d u r in g  th e  same p e r i o d ,  th u s  a l l o w in g  t h e  
company t o  r e c o v e r  t h e  d o l l a r s  o r i g i n a l l y  expended a t  t h e  t ime  t h e  a s s e t  
was a c q u i r e d .  But a l l  a l l o c a t i o n  m e thods ,  and t h e r e f o r e  d e p r e c i a t i o n  
must r e s t  upon con cep ts  o f  s e r v i c e  f lows  stemming from f ix e d  a s s e t s  o v e r  
t ime  o r  e l s e  t h e  a l l o c a t i o n  i s  a r b i t r a r y  and m ean in g le s s  as a c o n c e p t  o f
n e t  in c o m e .32
The American Accoun t ing  A s s o c i a t i o n  Committee on Concepts  and
S ta n d a rd s  views d e p r e c i a t i o n  d i f f e r e n t l y  from t h e  American I n s t i t u t e  o f
C e r t i f i e d  P u b l i c  A cco u n tan ts :
A sse t s  a r e  economic  r e s o u r c e s  devo ted  t o  b u s i n e s s  p u r ­
poses  w i th  a s p e c i f i c  a c c o u n t in g  e n t i t y ;  th e y  a re  
a g g r e g a t e s  o f  s e r v i c e  p o t e n t i a l s  a v a i l a b l e  f o r ,  o r  
b e n e f i c i a l  t o ,  e x p e c t e d  o p e r a t i o n s .  The n o t i o n  o f  
" s e r v i c e  p o t e n t i a l s "  p ro v id e s  a sound co n ce p tu a l  b a ­
s i s  f o r  a s s e t  v a l u a t i o n . . .Measurement o f  s e r v i c e  
p o t e n t i a l  may be a t t a i n e d  by r e f e r e n c e  to  t h e  c u r r e n t  
c o s t  o f  s e c u r i n g  t h e  same o r  e q u i v a l e n t  s e r v i c e s . . .
D e p r e c i a t i o n  r e f l e c t s  t h e  e s t i m a t e d  e x p i r a t i o n  o f  
s e r v i c e  p o t e n t i a l  o f  th e  a s s e t s . . . Income from o r d i n a r y  
o p e r a t i o n s  sh o u ld  r e p r e s e n t  an amount i n  c u r r e n t  
d o l l a r s ,  w h ic h ,  i n  t h e  absence  o f  c a t a s t r o p h i c  l o s s  
o r  d i s c o v e r y  o f  a s s e t s ,  i s  a v a i l a b l e  f o r  d i s t r i b u t i o n  
o u t s i d e  t h e  f i r m  w i t h o u t  c o n t r a c t i o n  o f  t h e  l e v e l  o f  
i t s  o p e r a t i n g  c a p a c i t y . . .Measurement o f  t h i s  co n cep t  
o f  income from o r d i n a r y  o p e r a t i o n s  can be accom plished
32 A r th u r  L. Thomas, The A l l o c a t i o n  Problem in  F in a n c i a l  
Accounting T h e o r y , S t u d i e s  i n  A ccoun t ing  R e s e a r c h ,  No. 3 (E vans ton :  
American A ccoun t ing  A s s o c i a t i o n ,  1969) ,  p.  29.
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o n ly  1 f  t h e  e x p i r a t i o n  o f  s e r v i c e  p o t e n t i a l  i s  measured 
in  terms o f  c u r r e n t  c o s t .  Tha t  i s ,  i n  o r d e r  t o  c o n t in u e  
o p e r a t i o n s  w i t h o u t  c o n t r a c t i n g  t h e  l e v e l  o f  o p e r a t i n g  
c a p a c i t y ,  e x h au s te d  s e r v i c e s  must be r e s t o r e d ;  t h e  
r e l e v a n t  c o s t  o f  e x p i r e d  s e r v i c e s  i s  th e  c u r r e n t  c o s t  
o f  r e s t o r a t i o n s . 33
V a lu a t io n s  in  terms o f  c u r r e n t  c o s t  emphasizes  f u t u r e  s e r v i c e  p o t e n t i a l  
as opposed t o  th e  d e f e r r e d  expense  approach which t r e a t s  d e p r e c i a t i o n  as 
t h e  w r i t e o f f  o f  a sunk c o s t .
The American I n s t i t u t e  i n  i t s  pronouncement has e x p l i c i t l y  s t a t e d  
t h a t  i n f l a t i o n  has n o t  p roceeded  f a r  enough in  t h e  Uni ted  S t a t e s  t o  cause  
th e  o r i g i n a l  c o s t s  o f  f i x e d  a s s e t s  t o  l o s e  t h e i r  s i g n i f i c a n c e  f o r  p u r ­
poses  o f  d e t e r m in in g  n e t  in co m e .3^ The American Account ing  A s s o c i a t i o n  
and th e  p ro p o n e n ts  o f  p r i c e  l e v e l  change b e l i e v e  q u i t e  t h e  o p p o s i t e  
and a rgue  t h a t  f a i l u r e  t o  r e c o g n i z e  c u r r e n t  p r i c e  l e v e l s  in  t h e  m easu re ­
ment o f  d e p r e c i a t i o n  c o s t s  r e s u l t s  in  a s e r i o u s  o v e r s t a t e m e n t  o f  n e t  
income f o r  t h o s e  companies hav ing  s u b s t a n t i a l  f i x e d  c a p i t a l  i n v e s t m e n t s ,  
and f u r t h e r m o r e ,  t h a t  t h i s  o v e r s t a t e m e n t  o f  n e t  income i s  in  i t s e l f  an 
im p o r ta n t  c o n t r i b u t i n g  f a c t o r  t o  i n f l a t i o n  s i n c e  i t  s t i m u l a t e s  demands 
f o r  wage i n c r e a s e s  i n  e x ces s  o f  l a b o r ' s  s h a r e  o f  t h e  g r e a t e r  p r o d u c t i v i t y  
a r i s i n g  from t e c h n o l o g i c a l  im p rovem en ts .3^
The major t h r u s t  o f  t h e  a t t a c k  on p r e s e n t  d e p r e c i a t i o n  p r a c t i c e s  
1s d i r e c t e d  a t  t h e  poor  v a l u a t i o n  methods o f  f i x e d  a s s e t s  and t h e  l a ck
^3 Committee on Concepts  and S tan d a rd s  -  Long-Lived A s s e t s ,
"Accounting f o r  Land, B u i ld in g s  and Equipment ."  Supp lem enta ry  S ta te m e n t  
No. 1 ,  Account ing  Review, Vol.  XXXIX ( J u l y ,  1964) ,  p .  696.
3^ Committee on A ccount ing  P rocedure  and A ccount ing  Te rm ino logy ,
RR* c i t . > P* 69.
3^ Paul Grady,  " D e p r e c i a t i o n  -  To Measure Income o r  P rov ide  
Funds f o r  Replacement?"  N.A.A. B u l l e t i n .  Vol.  40 (A u g u s t ,  19 5 9 ) ,  pp.  58-59.
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o f  an e x p l i c i t  a t t e m p t  t o  measure  the‘ f low o f  s e r v i c e s  stemming from th o s e
a s s e t s .  The w eaknesses  in  d e p r e c i a t i o n  a c c o u n t in g  can be  summarized as
f o l l o w s :
1. Poor v a l u a t i o n s  o f  f i x e d  a s s e t s .
2.  I n a c c u r a c i e s  i n  t h e  e s t i m a t e s  o f  s e r v i c e  l i v e s ,
p a t t e r n s  o f  s e r v i c e  f l o w s ,  p a t t e r n s  and l e v e l s  o f  
p o s t - a c q u i s i t i o n  c o s t s  o f  o b t a i n i n g  a s s e t s '  s e r ­
v i c e s ,  and s a l v a g e  v a l u e s ;  and
3 . l a c k  o f  u n i f o r m i t y  among f i r m s . 36
S in c e  t h e s e  c r i t i c i s m s  a re  c o n s id e r e d  n o n - t r i v i a l ,  t h e r e  appea rs  t o  be 
l i t t l e  j u s t i f i c a t i o n  f o r  t h e  i n c l u s i o n  o f  d e p r e c i a t i o n  e x p e n s e ,  as c u r ­
r e n t l y  computed,  i n  t h e  d e t e r m i n a t i o n  o f  n e t  income.
ALTERNATIVE EARNINGS FLOW VARIABLES 
VIEWED AS COMPETING HYPOTHESES
The fo r e g o in g  a n a l y s i s  d e m o n s t ra t e s  t h a t  p r e s e n t  a c c o u n t in g  p ra c  
t i c e  c o n t a i n s  t h r e e  m ajor  d e f i c i e n c i e s :
1. The i n c l u s i o n  o f  n o n r e c u r r i n g  i t e m s  in  t h e  compu­
t a t i o n  o f  n e t  income;
2 .  I n a c c u r a t e  measurement o f  s e r v i c e s  f low ing  from 
f i x e d  a s s e t s ;  and
3. A r b i t r a r y  a l l o c a t i o n s  o f  i n v e n t o r y  c o s t s  between 
a s s e t  and expense .
The d e f i c i e n c i e s  s u g g e s t  t h a t  s u b s t i t u t i o n  o f  p u rc h a se s  f o r  c o s t  o f  goods
36 G. J .  S ta u b u s .  " S t a t i s t i c a l  Evidence  o f  t h e  Value o f  De­
p r e c i a t i o n  A c co u n t ! n g , 11 Abacus , Vol.  3 ,  No. 1 (A ugus t ,  1967 ) ,  pp .  12-13.
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s o l d ,  n o n - c o n s i d e r a t i o n  o f  d e p r e c i a t i o n ,  and t h e  e l i m i n a t i o n  o f  n o n r e c u r ­
r i n g  I tems  would improve t h e  u s e f u l n e s s  ( i . e . ,  a b i l i t y  t o  p r e d i c t  f u t u r e  
m arke t  pe r fo rm ance)  o f  t h e  income f ’ow v a r i a b l e .
In o r d e r  t o  t e s t  t h e se  a s s e r t i o n s ,  f low v a r i a b l e s  c o n s i s t e n t  
w i th  g e n e r a l l y  a cc e p ted  a c c o u n t in g  p r i n c i p l e s  a r e  compared w i t h  non­
a cc e p ted  a l t e r n a t i v e s  i n  t h e  form o f  compet ing h y p o t h e s e s .  Two s e t s  o f  
t e s t s  a r e  pe r fo rm ed .  As s t a t e d  in  c h a p t e r  I t h e  f i r s t  s e t  o f  t e s t s  w i l l  
examine th e  p o s s i b i l i t y  o f  th e  e x i s t e n c e  o f  a lagged  r e l a t i o n s h i p  b e ­
tween t h e  a c c o u n t in g  flow v a r i a b l e s  and t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
The second s e t  o f  t e s t s  w i l l  examine t h e  e x t e n t  o f  contemporaneous a s ­
s o c i a t i o n .  The r e s u l t s  o f  t h e s e  s e t s  o f  t e s t s  w i l l  p r o v id e  e v id en c e  c o n ­
c e r n in g  th e  r e l a t i v e  f u t u r e  p r e d i c t i v e  a b i l i t y  o f  a c c o u n t in g  flow d a t a  
and i t ' s  a b i l i t y  t o  s u b s t a n t i a t e  e q u i l i b r i u m  m arke t  p r i c e s .  The r e s u l t s  
o f  t e s t i n g  th e  r e l a t i o n s h i p  between t h e  a c c o u n t in g  flow v a r i a b l e s  and 
th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  i n  bo th  c o n c u r r e n t  t ime p e r i o d s  and f u ­
t u r e  t im e  p e r i o d s  w i l l  a l s o  f u r n i s h  c o n c r e t e  e v id e n c e  c o n c e rn in g  t h e  e f ­
f i c i e n c y  w i th  which the  marke t  r e a c t s  t o  t h e  a c c o u n t in g  d a t a .
The f i r s t  v a r i a b l e ,  d e f i n e d  i n  acco rd a n ce  w i th  t h e  recommenda­
t i o n s  o f  APB No. 9 , ^  Net i nC0TT1e A v a i l a b l e  t o  Common S t o c k h o l d e r s .
This  w i l l  s e r v e  e s s e n t i a l l y  as a benchmark a g a i n s t  which t h e  o t h e r  v a r i a b l e s  
w i l l  be compared. The computa t ion  o f  Net Income A v a i l a b l e  t o  Common 
S to c k h o ld e r s  i s :
Net Income
Deduct  P r e f e r r e d  D iv i dends
Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s  (EA)
37 Account ing  P r i n c i p l e s  Board ,  R e p o r t in g  t h e  R e s u l t s  o f  O p e r a t i o n s . 
Opin ion  No. 9 (New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n t s ,
December,  1966).
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T his  v a r i a b l e  i s  t h e  n e t  e f f e c t  o f  aTl o f  t h e  measures  o f  s e r v i c e  flows 
as w e l l  as n o n r e c u r r i n g  i t e m s .  T y p i c a l l y ,  i n v e s t o r s  in  common s t o c k  
r e l y  h e a v i l y  on t h i s  f low v a r i a b l e  b ecause  i t  i s  t h e  most comprehensive  
s i n g l e  f i g u r e  stemming from o p e r a t i o n s  c o n ce rn in g  changes in  e q u i t y  o v e r  
t i m e .  C o n c e p t u a l l y ,  t h i s  a l l - i n c l u s i v e  f i g u r e  endeavors  to  c a p tu r e  
t h e  e s s e n c e  o f  t h e  f i r m ' s  o p e r a t i n g  a c t i v i t i e s .  However, t h e  f o r e ­
going  a n a l y s i s  l e d  to  the  c o n c lu s io n  t h a t  t h e  p re s e n c e  o f  s e r v i c e  flows 
d e r i v i n g  from i n v e n t o r i e s  and f i x e d  a s s e t s  w i l l  l i m i t  t h e  u s e f u l n e s s  
o f  Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s  (EA) because  o f  a cc o u n t in g  
d e f i c i e n c i e s  i n  t h o s e  a r e a s .  In a d d i t i o n ,  i f  n o n r e c u r r i n g  i tem s  e x i s t  
and a r e  s u b s t a n t i v e ,  t h e  p r e d i c t i v e  a b i l i t y  o f  t h e  v a r i a b l e  w i l l  be 
s i g n i f i c a n t l y  l e s s e n e d .
The s econd  v a r i a b l e  i s  Net R ecu r r in g  Income. The a b b r e v i a t i o n  
ER w i l l  be u sed  t o  connote  e a r n i n g s  i n c l u d i n g  o n ly  r e c u r r i n g  i t e m s .  The 
c o m p u ta t io i  o f  ER i s :
Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s  (EA)
Deduct N o n re cu r r in g  Items_____________________
Net R e c u r r in g  Income (ER)
The e l i m i n a t i o n  o f  n o n r e c u r r i n g  i t ems o f  c o u rse  d i s t o r t s  wha t  a c t u a l l y  
t r a n s p i r e d ,  b u t  s i n c e  i t  has been p o s t u l a t e d  t h a t  r e c u r r i n g  e v en t s  a re  
o f  u tm os t  im p o r tan c e  to  i n v e s t o r s  in  common s t o c k ,  t h i s  v a r i a b l e ' s  p r e ­
d i c t i v e  a b i l i t y  may be l i m i t e d  on ly  t o  t h e  e x t e n t  t h a t  i n a c c u r a t e  m easu re ­
ment o f  expenses  s te rm in g  from nonmonetary a s s e t s  e x i s t .  I f ,  as seems 
l i k e l y ,  ER has  g r e a t e r  p r e d i c t i v e  a b i l i t y  f o r  i n v e s t o r s  in  common s t o c k  
than  EA, t h e  r e q u i r e m e n t  c o n ta in e d  in  APB No. 9 t h a t  n o n r e c u r r i n g  i t ems 
be i n c lu d e d  i n  t h e  com puta t ion  o f  n e t  income would a p p e a r  t o  be a g r ievous
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e r r o r .  Thus ,  t h e  f i r s t  h y p o t h e s i s  t o  be  t e s t e d  i s :
H-j: Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s
(EA) i s  more u s e f u l  t o  i n v e s t o r s  i n  common 
s to c k  than  Net R ec u r r in g  Income (ER) f o r  
p r e d i c t i n g  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
The t h i r d  v a r i a b l e ,  C u r r e n t  R ecu r r ing  Flow, i s  a c rude  approxima­
t i o n  o f  n e t  work ing  c a p i t a l  p ro v id e d  by o p e r a t i o n s .  The a b b r e v i a t i o n  CR 
w i l l  be used and i t  i s  computed as fo l l o w s :
Net R ecu r r ing  Income (ER)
Add D e p r e c i a t i o n  and A m or t i za t ion  
C u r r e n t  R ecurr ing  Flow (CR)
D e s c r ib in g  t h i s  f low as n e t  working  c a p i t a l  p ro v id e d  by o p e r a t i o n s  i s  
somewhat i n a c c u r a t e  s i n c e  n o n r e c u r r i n g  i tem s  a re  e x c l u d e d . 38 i f  t h e  r e ­
s u l t s  o f  t h e  t e s t s  t o  be pe r form ed  i n d i c a t e  t h a t  C u r r e n t  R ec u r r in g  Flow 
has  g r e a t e r  p r e d i c t i v e  a b i l i t y  f o r  i n v e s t o r s  i n  common s t o c k  than  th e  
two p re c e d in g  v a r i a b l e s ,  i t  w i l l  be conc luded  t h a t  d e p r e c i a t i o n  a c c o u n t ­
in g  makes no u s e f u l  c o n t r i b u t i o n  to  t h e  r e s o l u t i o n  o f  t h e  i n v e s t o r ' s  p r o b ­
lem. Thus ,  t h e  second h y p o th e s i s  i s :
Hg: Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s
(EA) o r  Net R ecu r r in g  Income (ER) i s  more 
u s e f u l  t o  i n v e s t o r s  i n  common s t o c k  than  
C u r re n t  R ec u r r in g  Flow (CR) f o r  p r e d i c t i n g
th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
The f o u r t h  and l a s t  v a r i a b l e ,  Net R ec u r r in g  Income l e s s  Changes 
i n  I n v e n t o r i e s ,  a b b r e v i a t e d  ER-Al, i s  computed as f o l l o w s :
Net R ecu r r ing  Income (ER)
Add Decreases  i n  Ending In v e n to ry
Deduct I n c r e a s e s  i n  Ending In v e n to ry
Net R ec u r r in g  Income l e s s  Changes i n  I n v e n t o r i e s  (ER-aI )
38 For a d i s c u s s i o n  o f  c u r r e n t  f low s e e ,  A ccount ing  P r i n c i p l e s  
Board ,  R ep o r t in g  Changes i n  F in a n c i a l  P o s i t i o n , Opin ion No. 19 (New York: 
American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n t s ,  March, 1971) ,  pp.  373-5 .
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The r e s u l t i n g  flow measure  i n c l u d e s  on ly  r e c u r r i n g  i tem s  and d e p r e c i a t i o n  
b u t  i s  n o t  d ependen t  on i n v e n t o r y  a c c o u n t i n g .  I n s t e a d ,  p u rc h a se s  a re  
s u b s t i t u t e d  f o r  c o s t - o f - s a l e s , s i n c e  i f  b e g in n in g  in v e n t o r y  e q u a l s  end ing
OQ
I n v e n t o r y ,  then  p u rc h a se s  equal c o s t - o f - s a l e s .  I f  t h e  r e s u l t s  o f  the  
t e s t s  t o  be pe r form ed i n d i c a t e  t h a t  Net R e c u r r in g  Income l e s s  Changes in  
I n v e n t o r i e s  has g r e a t e r  p r e d i c t i v e  a b i l i t y  f o r  i n v e s t o r s  in  common s to c k  
th a n  Net Income o r  Net R ecu r r ing  Income ( v a r i a b l e s  EA and ER), i t  w i l l  
be conc luded  t h a t  i n v e n t o r y - c o s t - o f - s a l e s  a c c o u n t in g  makes no u s e f u l  
c o n t r i b u t i o n  t o  t h e  r e s o l u t i o n  o f  th e  i n v e s t o r ' s  d e c i s i o n  problem. Thus ,  
t h e  t h i r d  h y p o t h e s i s  i s :
H3 : Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s  (EA)
o r  Net R ec u r r in g  Income (ER) i s  more u s e f u l  t o  
i n v e s t o r s  i n  common s to c k  than  Net Recu r r ing  Income 
l e s s  Changes i n  I n v e n t o r i e s  (ER-aI )  f o r  p r e d i c t i n g  
th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
SUMMARY
The r a t e  o f  r e t u r n  stemming from common s to ck  in v e s tm e n t s  i s  
o f  prime concern  t o  i n v e s t o r s  i n  t h o s e  s t o c k s .  The r e l a t i o n s h i p  between 
t h e  r a t e  o f  r e t u r n  and the  c o r p o r a t e  e a r n in g s  s t r e am  i s  d i r e c t  and i n ­
e v i t a b l e .  Fu tu re  d iv id e n d s  and f u t u r e  m arke t  p r i c e s  o f  common s to c k  
s h a r e s  a r e  impounded in  the  r a t e  o f  r e t u r n  f o r m u l a t i o n ,  and a r e  a f u n c t i o n  
o f  e a r n i n g s ,  p r e s e n t  and f u t u r e .  Earn ings  a r e  t h e  n e t  e f f e c t  o f  r e v e n u e s ,  
which a re  s u r r o g a t e  f o r  cash r e c e i p t s  and o f  e x p e n s e s ,  which a re  s u r r o g a t e s  
f o r  cash d i s b u r s e m e n t s .  T h e r e f o r e ,  t h e  measurement o f  revenue  and expense
^  S t a u b u s ,  " T e s t in g  In v e n to r y  A c c o u n t in g , "  p .  415.
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e v e n t s  1s r e l e v a n t  to  t h e  common s to c k  I n v e s t o r  as  an I n d i c a t i o n  o f  t h e  
f u t u r e  cash flows t o  be d e r i v e d  from o p e r a t i o n s  and u l t i m a t e l y  a c c r u i n g  
to  him i n  t h e  form o f  d i v i d e n d s .
In t h i s  s tu d y  i t  i s  p o s t u l a t e d  t h a t  a c c o u n t in g  d a t a  have p r e ­
d i c t i v e  a b i l i t y  b e ca u se  a c c o u n t in g  d a t a  measure  t h e  p r o p e r  e v e n t s .  The 
e v e n t s  measured ( revenue  and expense )  a re  s y s t e m a t i c a l l y  r e l a t e d  o v e r  
t im e  and as such p ro v id e  a b a s i s  f o r  p r e d i c t i n g  t h e  t r e n d  and v a r i a b i l i t y  
o f  f u t u r e  cash f lo w s .  However, a c c ru a l  a c c o u n t in g  may s u f f e r  from i n ­
h e r e n t  l i m i t a t i o n s  which h i n d e r  i t s  a b i l i t y  to  measure p r e c i s e l y  th e  s e r ­
v i c e s  f low ing  from u t i l i z a t i o n  o f  nonmonetary  a s s e t s .  F u r th e r m o re ,  th e  
i n c l u s i o n  o f  n o n r e c u r r i n g  i tem s  in  t h e  com pu ta t ion  o f  n e t  income may 
obscu re  t h e  t r e n d  and v a r i a b i l i t y  o f  f u t u r e  cash f l o w s .  T h e r e f o r e ,  a l ­
t e r n a t i v e  flow measures  have been d e s ig n e d  t o  e l i m i n a t e  t h e  weaknesses  
i n h e r e n t  i n  d e p r e c i a t i o n  a c c o u n t i n g ,  i n v e n t o r y  a c c o u n t in g  and t h e  i n c l u s i o n  
o f  n o n - r e c u r r i n g  i t e m s .  The a l t e r n a t i v e  flow measures  w i l l  be e v a l u a t e d  
i n  terms o f  t h e i r  r e l a t i v e  a b i l i t y  t o  p r e d i c t  t h e  r i s k - a d j u s t e d  r a t e  o f  
r e t u r n  from common s t o c k s .
CHAPTER IV
THE EXPECTATION MODEL -  THE VARIABLE TO BE PREDICTED
I n v e s t o r s  a r e  i n t e r e s t e d  in  p r e d i c t i n g  th e  r a t e s  o f  r e t u r n  which
can  be o b ta in e d  from v a r i o u s  common s t o c k  i n v e s t m e n t s ,  where r a t e  o f  r e ­
t u r n  -  caP i ta1  p lu s  d iv id e n d s  f o r  t h e  ho ld in g  p e r io d  B t  D re d ic te d
b e g in n in g  p r i c e  ' H
r a t e  o f  r e t u r n  i s  n o t  a s u f f i c i e n t  b a s i s  f o r  cho ice  because  t h e  f u t u r e  i s  
u n c e r t a i n .  S in c e  a l l  s e c u r i t i e s  a r e  c h a r a c t e r i z e d  by r i s k  as wel l  as  ex ­
p e c te d  r e t u r n ,  where  t h e  te rm r i s k  im p l i e s  th e  p o s s i b i l i t y  t h a t  a c t u a l  r e ­
t u r n s  may vary  from e x p ec te d  r e t u r n s ,  t h e  r a t e  o f  r e t u r n  on a common s t o c k  
must be a d j u s t e d  in  some manner t o  r e f l e c t  r i s k J  The most common measures  
o f  r i s k  f o r  i n d i v i d u a l  s e c u r i t i e s  a r e  t h e  s t a n d a r d  d e v i a t i o n  o f  p a s t  e a r n ­
in g s  pe r  s h a r e  from a t r e n d  l i n e ,  t h e  v a r i a n c e  o f  r a t e  o f  r e t u r n  on s h a r e -
2
h o l d e r  c a p i t a l ,  and th e  d e b t / e q u i t y  r a t i o .
The p u rp o se  o f  t h i s  c h a p t e r  i s  t o  deve lop  an e x p e c t a t i o n a l  model 
which c o n s id e r s  bo th  t h e  r i s k  and r e t u r n  p a ram e te r s  o f  common s t o c k  i n ­
v e s tm e n t s .  The model r e s t s  h e a v i l y  on r e c e n t  t h e o r e t i c a l  developm ents  
from t h e  f i e l d  o f  f i n a n c e ,  p a r t i c u l a r l y  p o r t f o l i o  a n a l y s i s  and m a r k e t - l i n e  
th e o r y .
^A. Robichek ,  "R isk  and t h e  Value o f  S e c u r i t i e s , "  J o u r n a l  o f  
F in a n c i a l  and Q u a n t i t a t i v e  A n a l y s i s , Vol.  IV, No. 4 (December,  1969) ,  
p.  515.
^ I b i d . , p.  531.
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THE EXPECTED UTILITY MAXIM
I n d i v i d u a l s  f r e q u e n t l y  m us t ,  o r  c an ,  choose among a l t e r n a t i v e s
t h a t  d i f f e r ,  among o t h e r  t h i n g s ,  in  t h e  deg ree  o f  r i s k  t o  which t h e  i n d i -
3v idua !  w i l l  be  s u b j e c t .  The n o t io n  t h a t  c h o ic e s  among a l t e r n a t i v e s  i n ­
v o lv in g  r i s k  can be e x p la i n e d  by maximizing ex p ec ted  u t i l i t y  i s  n o t  new.
As f a r  back as  1738, B e r n o u l l i ,  i n  h i s  c l a s s i c  p aper  on p r o b a b i l i t y ,  th e  
" S t .  P e t e r s b u r g  P a ra d o x ,"  c o n s id e r e d  u s in g  th e  m a them at ica l  e x p e c t a t i o n
4
o f  u t i l i t y  t o  compare a l t e r n a t i v e s  i n v o l v i n g  r i s k .  S u b s e q u e n t l y ,  t h e  
t h e o r y  was r e j e c t e d  by Marsha ll  and o t h e r s  as be ing  " u n r e a l i s t i c . "  But 
Friedman and Savage have p o in t e d  o u t  t h a t  t h e  r e j e c t i o n  was p rem a tu re  be ­
cau se  t h e r e  was "a f a i l u r e  t o  a p p r e c i a t e  t h e  r e a l  g e n e r a l i t y  o f  t h e  k inds  
o f  b e h a v io r  e x p l i c a b l e  by th e  m a x im iza t io n  o f  e x p ec te d  u t i l i t y , "  namely
5
t h a t  ex p ec ted  u t i l i t y  i s  no t  t h e  same as  th e  u t i l i t y  o f  e x p ec te d  income.
In a r a t h e r  a b s t r u s e  f a s h i o n  B e r n o u l l i  was p u r p o r t i n g  t o  say  t h a t  ex pec ted  
u t i l i t y  i s  n o t  m ere ly  a f u n c t i o n  o f  e x p ec te d  income, b u t  i s  d e p en d en t  on 
o t h e r  p a ram e te r s  as  w e l l .
The n e o c l a s s i c a l  e conom is ts  measured u t i l i t y  c a r d i n a l l y .  The 
c a r d i n a l  u t i l i t y  measure was d e s ig n e d  t o  convey i n f o r m a t i o n  a b o u t  t h e
3
M il to n  Friedman and Leonard J .  Savage ,  "The U t i l i t y  A n a ly s i s  o f  
Choice In v o lv in g  R i s k , "  The J o u r n a l  o f  P o l i t i c a l  Economy, Vol .  LVI, No. 4 
(A ugus t ,  1948 ) ,  pp.  279-304. R e p r in t e d  in  E. Bruce F r e d e r i c k s o n ,  F ron­
t i e r s  o f  In v es tm en t  A n a ly s i s  (2d e d . ;  S c r a n to n :  I n t e r n a t i o n a l  Textbook
Company, 1971) ,  p. 13.
^Danie l  B e r n o u l l i ,  " E x p o s i t i o n  o f  a New Theory  on t h e  Measurement 
o f  R i s k , "  E c o n o m e t r i c a , Vol. XXII ( 1 9 5 4 ) ,  pp.  23 -36 ,  t r a n s l a t e d  by Dr. L. 
Sommer from "Specimen T h e o r ia e  Novae de Mensura S o r t i s , "  Commentarii  Aca- 
demiae S c i e n t i a r u m  I m p e r i a l i s  P e t r o p o l i t a n a e , Vol.  V.
^Friedman and Savage, 0£.  c i t . , p. 16.
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p s y c h o lo g i c a l  s t a t e  o f  an i n d i v i d u a l ,  t h e  magnitude  o f  h i s  d e s i r e s ,  and 
t h e  p s y c h ic  ga ins  and l o s s e s  i n c u r r e d  by t h e  a l t e r n a t i v e  a c t i o n s  a v a i l a b l e
C
t o  him. Many econom is ts  found both  th e  n e c e s s i t y  t o  q u a n t i f y ,  u t i l i t y  and 
th e  assum pt ion  o f  d im in i s h in g  margina l  u t i l i t y  a s p e c t s  o f  th e  t h e o r y  d i s ­
t a s t e f u l  because  o f  t h e i r  a p p a r e n t  l ack  o f  r e a l i s m . ^  An a l t e r n a t i v e  mode 
o f  a n a l y s i s  was a v a i l a b l e  in  th e  th e o ry  o f  i n d i f f e r e n c e  curves  f i r s t  i n -
g
t ro d u ced  l a t e  in  t h e  n i n e t e e n t h  c e n tu r y  by F r a n c i s  Y. Edgeworth and l a t e r
Q
( 1 9 3 0 ' s ) r e f i n e d  and p o p u la r i z e d  by Hicks and A l le n .  The a n a l y s i s  e l i m i ­
n a ted  t h e  need f o r  q u a n t i f y i n g  u t i l i t y  by s im ply  r a n k in g  an i n d i v i d u a l ' s  
c om bina t ions  o f  p r e f e r e n c e s  o r d i n a l l y .
I t  remained f o r  t h e  game t h e o r i s t s  t o  ex tend  t h e  t e c h n i q u e  o f  
i n d i f f e r e n c e  curve  a n a l y s i s .  In t h e  c o u r se  o f  t h e i r  work on game t h e o r y ,  
von Neumann and M o rg e n s te rn 10 were  led  t o  c o n s t r u c t  t h e i r  c a r d i n a l  u t i l ­
i t y  measure  f o r  t h e  rank ing  o f  s i t u a t i o n s  in v o lv in g  p r o b a b i l i t i e s  ( r i s k y  
s i t u a t i o n s ) . ^  T h i s  s t i m u l a t e d  t h e  th e o ry  o f  r a t i o n a l  c h o ice  unde r  u n c e r ­
t a i n t y  by a s s e r t i n g  the  maxim o f  expec ted  u t i l i t y  as a gu ide  t o  a c t i o n .
^Wil l iam J .  Baumol, Economic Theory and O p e ra t io n s  A n a l y s i s  (2d 
e d . ;  Englewood C l i f f s :  P r e n t i c e - H a l l , I n c . ,  1965) ,  p .  512.
^Richard  H. L e f tw ic h ,  The P r i c e  System and Resource  A l l o c a t i o n  
(3d ed. ; New York: H o l t ,  R i n e h a r t  and W ins ton ,  I n c . ,  1966),  p .  6 6 .
o
F r an c i s  Y. Edgeworth,  Mathematical  Psych ics  (London: C. K. Paul
& Co. ,  1881) .
g
John R. Hicks and R. G. D. A l l e n ,  "A R e c o n s id e r a t i o n  o f  th e  Theory  
o f  V a lue ,"  Economica ( F e b r u a ry ,  May, 1934) ,  pp.  52 -76 ,  196-219.
^ J o h n  von Neumann and Oskar M orgens te rn ,  Theory  o f  Games and Eco­
nomic B ehav io r  (2d e d . ;  P r i n c e t o n :  P r i n c e t o n  U n i v e r s i t y  P r e s s ,  1947).
^Baumol, 0 £.  c i t . , p. 513.
6 5
A c c o r d i n g ly ,  t h e  th e o r y  p o s i t s  t h a t  a r a t i o n a l  m a n ^  f a c i n g  a s e t  o f  a l ­
t e r n a t i v e  a c t i o n s ,  the  outcomes o f  which a re  s u b j e c t  to  p r o b a b i l i t y  d i s ­
t r i b u t i o n s ,  w i l l  a c t  c o n s i s t e n t  w i th  t h e  ex p ec ted  u t i l i t y  maxim. ^  The 
maxim, w h i l e  s i m i l a r  t o  B e r n o u l l i ' s  d e f i n i t i o n  o f  e x p e c te d  u t i l i t y  (which 
p u r p o r t e d  to  convey in fo r m a t io n  ab o u t  t h e  i n d i v i d u a l ' s  p s y c h ic  s t a t e ) ,  
a v o id s  th e  p h i l o s o p h i c a l ,  i n t r o s p e c t i v e  and p s y c h o l o g i c a l  i n t e r p r e t a t i o n  
o f  t h e  v a ry in g  w i l l i n g n e s s  t o  t a k e  r i s k s  and s im ply  s t a t e s  t h a t  th e  i n d i ­
v id u a l  s h o u ld  a c t  as  i f :
( 1 ) he a t t a c h e s  numbers ,  c a l l e d  t h e i r  u t i l i t y ,  t o  each 
p o s s i b l e  outcome,  and
( 2 ) when faced  w i th  chance a l t e r n a t i v e s  he s e l e c t s  th e  
one w i th  t h e  g r e a t e s t  expec ted  va lue  o f  u t i l i t y . ^
Most o f  t h e  work in  p o r t f o l i o  th e o r y  has assumed t h a t  t h e  u t i l i t y  
f u n c t i o n  o f  an i n v e s t o r  e x h i b i t s  a q u a d r a t i c  f o r m  J  5 T y p i c a l l y ,  t h e
^  Markowitz d e f i n e s  a r a t i o n a l  man as one who makes no e r r o r s  
i n  a r i t h m e t i c  o r  l o g i c  i n  a t t e m p t i n g  to  a ch ie v e  h i s  c l e a r l y  d e f i n e d  ob­
j e c t i v e s .  He i s  n e i t h e r  om nipo ten t  n o r  o m n i s c i e n t  and must ihake d e c i s i o n s  
i n  t h e  f a c e  o f  u n c e r t a i n t y .  S ince  h i s  i n f o r m a t io n  i s  l i m i t e d ,  he may 
t a k e  l e s s  than p e r f e c t  a c t i o n s .  Every a c t i o n ,  however,  i s  p e r f e c t l y  
th o u g h t  o u t ;  e v e ry  r i s k  i s  p e r f e c t l y  c a l c u l a t e d .  Harry  M. M arkowi tz ,
Cowles Founda t ion  Monograph No. 16 ,  P o r t f o l i o  S e l e c t i o n :  E f f i c i e n t  D i­
v e r s i f i c a t i o n  o f  Inves tm en t s  (New York: John Wiley & S ons ,  1959) ,  p .  206.
^  Michael C. J e n s e n ,  " R i s k ,  th e  P r i c i n g  o f  C a p i t a l  A s s e t s ,  and 
t h e  E v a lu a t io n  o f  Inves tm en t  P o r t f o l i o s , "  The J o u r n a l  o f  B u s in e ss  o f  the  
U n i v e r s i t y  o f  C h ic a g o , Vol.  42,  No. 2 ( A p r i l ,  1969) ,  pp.  167-185 , 192-202, 
241^247. R ep r in te d  in  a b r id g e d  form in  E. Bruce F r e d e r i k s o n ,  o£.  c i t . , 
pp. 192-193.
^  Markowitz ,  0£ .  c i t . , p.  208. In a d d i t i o n  to  t h e  e x p e c t e d  u t i l i t y  
maxim, Markowitz a l s o  d i s c u s s e s  t h e  a x io m a t i c  a p p ro a c h ,  where axioms a re  
o f f e r e d  as b a s i c  p r i n c i p l e s  o f  r a t i o n a l  b e h a v i o r ,  and d e m o n s t ra t e s  t h a t  th e  
e x p ec te d  u t i l i t y  maxim fo l lows  from t h e s e  p r i n c i p l e s .  These a re  t h e  assump­
t i o n s  upon which u t i l i t y  a n a l y s i s  i s  b a se d .  Chap. X.
^  Jan  Moss in ,  "Optimal M u l t i p e r i o d  P o r t f o l i o  P o l i c i e s , "  The J o u r ­
n a l  o f  Bus iness  o f  the  U n i v e r s i t y  o f  Ch icago ,  Vol.  4 1 ,  No. 2 ( A p r i l ,  1968) ,  
p .  217.
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f u n c t i o n  i s  a p o s i t i v e l y  s l o p e d  curved  l i n e  which i s  concave downward 
(g iv en  t h a t  u t i l i t y  i s  measured on t h e  Y a x i s  and t h a t  " t h i n g s "  which 
p ro v id e  u t i l i t y  a r e  measured on t h e  X a x i s ) .
Uni t s
U t i l i t y T o ta l  U t i l i t y
x p e r  Uni t  o f  Time
FIGURE 4.1
QUADRATIC FORM OF INVESTOR UTILITY FUNCTION 
In economic a n a l y s i s ,  u t i l i t y  has been c o n s i d e r e d  t o  be a f u n c t i o n  o f  w e a l t h ,  
and s i n c e  r a t e  o f  r e t u r n  i s  a measure o f  t h e  r a t e  a t  which w e a l th  i s  a c ­
cu m u la ted ,  th e  u t i l i t y  from in v e s tm e n t  a c t i v i t y  can be r e s t a t e d  as  a fu n c ­
t i o n  o f  the  r a t e  o f  r e t u r n  on i n v e s t e d  w e a l t h . ^  However,  under  c o n d i t i o n s  
o f  u n c e r t a i n t y  an i n v e s t o r  must g e n e r a t e  p r o b a b i l i t y  d i s t r i b u t i o n s  o f  ex ­
p e c te d  r e t u r n s  f o r  each a l t e r n a t i v e  i n v e s t m e n t  o p p o r t u n i t y  a v a i l a b l e  to  him. 
Markowitz has a s s e r t e d  t h a t  the  p a ra m e te r s  o f  i n t e r e s t  t o  th e  i n v e s t o r  in  
d e te r m in in g  h i s  u t i l i t y  f u n c t i o n  a re  t h e  f i r s t  moment ab o u t  z e r o  (mean) and 
t h e  second moment about t h e  mean ( v a r i a n c e ) . ^  E m p ir ica l  ev idence  on th e  
p r e c i s e  n a t u r e  o f  the  p r o b a b i l i t y  d i s t r i b u t i o n s  o f  s e c u r i t y  r e t u r n s  ex p o s t
16 Jack  C. F r a n c i s  and S tephen  H. A r c h e r ,  P o r t f o l i o  A n a ly s i s
(Englewood C l i f f s :  P r e n t i c e - H a l l , I n c . ,  1 9 7 1 ) ,  p .  VT.
^  M arkowi tz ,  og_. c i t . ,  p .  286.
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I n d i c a t e s  t h a t  th e  d i s t r i b u t i o n s  o f  r e t u r n s  on common s t o c k s  and bonds seem
t o  conform to  the  members o f  th e  S t a b l e  c l a s s  o f  d i s t r i b u t i o n s ,  f o r  which
t h e  mean e x i s t s  b u t  t h e  v a r i a n c e  does n o t J ®  Fama, how ever ,  p o i n t e d  o u t
t h a t  f i n i t e  v a r i a n c e s  can be a s s u m e d . ^
There  i s  no i n e v i t a b l e  c o n n e c t io n  between t h e  v a l i d i t y  o f  t h e
e x p e c te d  u t i l i t y  maxim and t h e  v a l i d i t y  o f  p o r t f o l i o  a n a l y s i s  based  on
e x p e c t e d  r e t u r n  and v a r i a n c e . 20 But Tobin p o s t u l a t e d  t h a t  r f  u t i l i t y  i s
a f u n c t i o n  o f  e x p ec te d  r e t u r n  and v a r i a b i l i t y  o f  r e t u r n  o r  any o t h e r  p a i r  o f
in d e p en d e n t  p a ra m e te r s  d e s c r i b i n g  th e  i n v e s t o r ' s  p r o b a b i l i t y  d i s t r i b u t i o n ,
then  th e  shape o f  h i s  i n d i f f e r e n c e  cu rves  can be i n f e r r e d  from t h e  g e n e ra l
91c h a r a c t e r i s t i c s  o f  h i s  u t i l i t y - o f - r e t u r n  f u n c t i o n .  S p e c i f i c a l l y ,  he 
d e m o n s t r a t ed  t h a t  a l l  r i s k - a v e r t e r s  a r e  d i v e r s i f i e r s  and t h a t  a r i s k - a v e r t e r ' s  
i n d i f f e r e n c e  cu rve  i s  n e c e s s a r i l y  concave  upwards ( r i s k  on t h e  h o r i z o n t a l  
a x i s  and r e t u r n  on th e  v e r t i c a l  a x i s ) ,  p ro v id e d  th e  cu rve  i s  d e r i v e d  from 
a tw o -p a ra m e te r  f a m i ly  o f  p r o b a b i l i t y  d i s t r i b u t i o n s  and r e f l e c t s  d e c l i n i n g  
m arg ina l  u t i l i t y  o f  r e t u r n . 22
1 ft J e n s e n ,  op .  c i t . ,  pp.  194-195: c i t i n g  e v id en c e  p u b l i s h e d  by
t h e  f o l lo w in g  a u t h o r s .  B e n o i t  M an d e lb ro t ,  "The V a r i a t i o n  o f  C e r t a i n  S p e c u la ­
t i v e  P r i c e s , "  J o u r n a l  o f  B u s i n e s s , Vol.  XXXVI (O c to b e r ,  1 9 6 3 ) ,  pp .  394-419. 
Eugene Fama, "The B eh av io r  o f  Stock Market  P r i c e s , "  J o u r n a l  o f  B u s i n e s s ,
Vol.  XXXVII ( J a n u a r y ,  19 6 5 ) ,  pp. 34-105. R ichard  R o l l ,  "The E f f i c i e n t  
Market Model A pp l ied  t o  U.S. T r ea su ry  B i l l  R a t e s , "  ( u n p u b l i s h e d  Ph.D. d i s ­
s e r t a t i o n ,  U n i v e r s i t y  o f  Ch icago ,  1968).
^  Eugene Fama, " P o r t f o l i o  A n a ly s i s  in  a S t a b l e  P a r e t i a n  M a r k e t , "  
Management S c i e n c e , Vol. XI ( J a n u a r y ,  19 6 5 ) ,  pp.  404-19 .
20 Markowitz ,  0£ .  c i t . , p.  209.
2^ J .  T o b in ,  " L i q u i d i t y  P r e f e r e n c e  as B eh av io r  Toward R i s k , "  Review 
o f  Economi c Studi e s , Vol .  XXV ( 2 ) ,  No. 67 ( F e b r u a r y ,  1958) ,  p .  74.
22 Tebin  was i n v e s t i g a t i n g  l i q u i d i t y  p r e f e r e n c e  i n  r i s k  s i t u a t i o n s  
and t h e  a l l o c a t i o n  o f  w e a l th  between cash  and c o n s o l s .  However,  th e  t h e o ­
r e t i c a l  c o n s t r u c t s  deve loped  he re  can be a p p l i e d  t o  t h e  w i d e r  range  o f  
problems f a c i n g  th e  i n v e s t o r .
In  t h e  e x p e c te d  r i s k  (crR) -  ex p ec ted  r e t u r n  (ER) p l a n e  (shown 
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1. The ray s  OC-j, OC2 , OCg r e p r e s e n t  o p p o r t u n i t y  l o c i  f o r  v a r io u s  
r a t e s  o f  i n t e r e s t .  The s l o p e  o f  t h e  ray  i s  dependen t  upon t h e  r a t e  o f  i n ­
t e r e s t .  The s l o p e  o f  ray  OC3 i s  based on a h i g h e r  i n t e r e s t  r a t e  th a n  th e  
s l o p e  o f  r a y  OC2 which in  t u r n  i s  based on a h i g h e r  i n t e r e s t  r a t e  th a n  OC-j.
2. I n d i f f e r e n c e  cu rves  I-j,  l 2 > I 3 r e p r e s e n t  t h e  i n v e s t o r ' s  f i e l d  
o f  i n d i f f e r e n c e  c u r v e s .  The i n v e s t o r  i s  assumed t o  have p r e f e r e n c e s  between
23Tobin, 0£ .  c i t . , p. 73.
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e x p ec te d  r e t u r n  (ER) and r i s k  (oR),  and each i n d i f f e r e n c e  c u rv e  i s  a l o ­
cus o f  p o i n t s  (ER, aR) a long  which expec ted  u t i l i t y  i s  c o n s t a n t .  P o i n t s  
on Ig  a r e  p r e f e r r e d  to  th o se  on 1^; f o r  a g iv en  l e v e l  o f  r i s k ,  an i n v e s ­
t o r  a lways p r e f e r s  a g r e a t e r  to  a s m a l l e r  e x p e c t a t i o n  o f  r e t u r n .
3. P o i n t s  T-j, T2 , T^ r e p r e s e n t  t a n g e n c i e s .  The t a n g e n c i e s  i l ­
l u s t r a t e  t h e  co m bina t ion  o f  cash  and consol t h a t  w i l l  s a t i s f y  th e  e x p ec te d  
u t i l i t y  maxim, g iven  th e  o p p o r t u n i t y  lo c u s .
From t h e  f i g u r e  i t  can be seen  t h a t  an i n v e s t o r  who p l a c e s  a l l  
o f  h i s  r e s o u r c e s  in  cash  e a rn s  no r e t u r n s  and bears  no r i s k s .  However,  
by a l l o c a t i n g  a p o r t i o n  o f  h i s  r e s o u r c e s  in  co n so ls  and th e  r e m a in d e r  in  
c a s h ,  he can e a r n  ex p ec ted  r e t u r n  and bear  t h e  co n co m i tan t  r i s k  a t  any 
l e v e l  d e s i g n a t e d  by th e  o p p o r t u n i t y  locus  OC-j. The e x a c t  a l l o c a t i o n  be­
tween cash  and c o n so ls  w i l l  be s p e c i f i e d  by t h e  t angency  between t h e  op­
p o r t u n i t y  lo c u s  and t h e  h i g h e s t  i n d i f f e r e n c e  cu rve .  S in ce  Tobin has 
shown t h a t  t h e  f a m i ly  o f  i n d i f f e r e n c e  curves  o f  r i s k - a v e r t e r s  a r e  p o s i ­
t i v e l y  s l o p i n g  convex curves  in  t h e  r e t u r n - r i s k  p l a n e ,  t h a t  t angency  w i l l  
be a t  a p o i n t  where t h e  p o r t f o l i o  i s  d i v e r s i f i e d .  T h i s  i s  t h e  optimum 
p o r t f o l i o .  T h i s  i s  t h e  p o r t f o l i o  t h a t  o f f e r s  minimum r i s k  (oR) f o r  a 
g iv en  l e v e l  o f  ex p ec ted  r e t u r n  (ER) and maximum e x p ec te d  r e t u r n  f o r  a 
g iven  l e v e l  o f  r i s k  i f  t h e  i n v e s t o r ' s  u t i l i t y  f u n c t i o n  i s  a q u a d r a t i c
f u n c t i o n ,  and t h e  d i s t r i b u t i o n s  o f  a s s e t  and p o r t f o l i o  r e t u r n s  a r e  com-
24
p l e t e l y  d e s c r i b e d  by two p a r a m e te r s .
24J e n s e n ,  0£ .  c i t . , p.  195.
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EFFICIENT PORTFOLIOS
In  o r d e r  t o  deal  w i th  t h e  r i s k - r e t u r n  phenomenon e f f e c t i v e l y ,
Markowitz p o i n t e d  o u t  t h a t  i n v e s t o r s  i n v e s t  in  p o r t f o l i o s  and t h a t  t h e
r i s k  o f  any i n d i v i d u a l  s e c u r i t y  depends upon how much r i s k  t h e  i n c l u s i o n
25
o f  t h a t  s e c u r i t y  adds to  t h e  p o r t f o l i o .  M a r k o w i t z - e f f i c i e n t  d i v e r s i ­
f i c a t i o n  i n v o lv e s  combining in v es tm en ts  whose r e t u r n s  have l e s s  than  p e r ­
f e c t  p o s i t i v e  c o r r e l a t i o n  in  o r d e r  to  reduce  r i s k  in  t h e  p o r t f o l i o ,  w i th -  
o u t  s a c r i f i c i n g  any o f  t h e  p o r t f o l i o ' s  e x p ec te d  r e t u r n .
The a ssum pt ions  upon which p o r t f o l i o  a n a l y s i s  r e s t s  a r e :
1. A ll  i n v e s t o r s  maximize o n e - p e r io d  ex p ec ted  u t i l ­
i t y  and e x h i b i t  d im in i s h in g  m arg ina l  u t i l i t y  o f  
w e a l t h .  Th is  im p l i e s  t h a t  they  v i s u a l i z e  each 
in v e s t m e n t  o p p o r t u n i t y  as  be ing  r e p r e s e n t e d  by
a p r o b a b i l i t y  d i s t r i b u t i o n  o f  a d d i t i o n s  to  t h e i r  
t e r m i n a l  w e a l t h .  Or,  e q u i v a l e n t l y ,  a l l  i n v e s ­
t o r s  v i s u a l i z e  a s s e t s  as p r o b a b i l i t y  d i s t r i b u ­
t i o n s  o f  e x p ec te d  r e t u r n s  o v e r  some ho ld in g  p e r ­
i o d .
2.  I n v e s t o r s '  r i s k  e s t i m a t e s  a r e  p r o p o r t i o n a l  t o  
t h e  v a r i a b i l i t y  o f  t h e  ex p ec ted  r e t u r n s .
3. I n v e s t o r s  a r e  w i l l i n g  t o  base  t h e i r  d e c i s i o n s  
s o l e l y  in  te rms o f  expec ted  r e t u r n  and r i s k .
T h a t  i s ,  u t i l i t y  (U) i s  a f u n c t i o n  o f  v a r i a b i l ­
i t y  o f  r e t u r n  (o) and e x p ec te d  r e t u r n  [ E ( r ) ] .
S y m b o l i c a l l y ,  U = f [ o ,  E ( r ) ] .
4.  For any g iven  l e v e l  o f  r i s k ,  i n v e s t o r s  p r e f e r  
h i g h e r  r e t u r n s  t o  lower r e t u r n s .  Or,  c o n v e r s e l y ,  
f o r  any g iven  l e v e l  o f  r a t e  o f  r e t u r n ,  i n v e s t o r s  
p r e f e r  l e s s  r i s k  ov e r  more r i s k . ^ '
25
Harry  M. Markowitz ,  " P o r t f o l i o  S e l e c t i o n , "  J o u r n a l  o f  F i n a n c e , 
Vol. V II ,  No. 1 (March, 1952) ,  p.  77.
Francis and Archer, 0£ .  c i t . , p. 23.
^Ibid. , p. 7.
G r a p h ic a l ly ,  t h e  o p p o r t u n i t y  s e t  o f  t h e  Markowitz e x p ec te d  r e -  







The d o t s  in  f i g u r e  ABCDEF show a l l  t h e  p o s s i b l e  c o m b in a t io n s  o f  
r i s k  and r e t u r n  a v a i l a b l e  to  an i n v e s t o r  by i n v e s t i n g  in  r i s k y  s e c u r i t i e s .  
The c u r v i l i n e a r  s e t  ABCDEF s imply  d e l i n e a t e s  th e  p e r i m e t e r  o f  t h e  p o s s i b l e  
c o m b in a t io n s .  All  p o i n t s  w i t h i n  t h i s  o p p o r t u n i t y  s e t  a r e  f e a s i b l e  f o r  i n ­
v e s tm e n t ,  but a M a r k o w i t z - e f f i c i e n t  i n v e s t o r  w i l l  s e l e c t  on ly  t h o s e  com­
b i n a t i o n s  which l i e  on t h e  e f f i c i e n t  f r o n t i e r  ABCD, g iven  t h e  a ssum pt ions  
above. The e f f i c i e n t  f r o n t i e r  t a k e s  i t s  shape  because  o f  t h e  c o v a r i a n c e
28
between s e c u r i t i e s .  The e x p o s i t i o n  o f  t h e  c u r v a t u r e  o f  t h e  e f f i c i e n t
29
f r o n t i e r  t h a t  fo l lo w s  i s  based on the  one g iven  by Sha rpe .
Assume an i n v e s t o r  i s  c o n s i d e r i n g  a p o r t f o l i o  (p) o f  two s e c u r ­
i t i e s  A and B. The s i g n i f i c a n t  p a ram e te r s  he must c o n s i d e r  ( a c c o rd i n g  to  
Markowitz) a r e  ex p ec ted  r e t u r n  (ER),  v a r i a n c e  o f  expec ted  r e t u r n  (oR) and 
c o v a r ia n c e  o f  expec ted  r e t u r n s  between s e c u r i t i e s  (oRAB) .  The e x p ec te d  
r e t u r n  o f  t h e  p o r t f o l i o  i s  g iven  a s :
E(Rp ) '  Wa (ERa ) + Wb (ERb ) ( 4 . 1 )
where:
r e p r e s e n t s  th e  p r o p o r t i o n  o f  t h e  i n d i v i d u a l ' s  w e a l th  
a l l o c a t e d  t o  s e c u r i t y  A, and Wg t h e  p r o p o r t i o n  t o  s e c u r ­
i t y  B.
The v a r i a n c e  o f  ex p ec te d  r e t u r n s  o f  th e  p o r t f o l i o  a r e  e x p re s s ed  a s :
o Z(Rp ) = (Wa ) 2 ( oRa ) 2 + (Wb ) 2 (o Rb ) 2 + 2WaWb ( caboRac Rb ) ( 4 . 2 )
where:
^pAB°^Aa ^B^ = c o v a n a n c e :  a measure o f  t h e  way A and B
vary  t o g e t h e r  and i t s  v a lu e  may be e i t h e r
p o s i t i v e ,  z e r o  o r  n e g a t i v e ,  and 
( pAB) = t h e  c o e f f i c i e n t  o f  c o r r e l a t i o n :  a measure
30o f  t h e  deg ree  o f  r e l a t i o n  between A and B.
28Jack  H i r s c h l e i f e r ,  " E f f i c i e n t  A l l o c a t i o n  o f  C a p i t a l  in  an Un­
c e r t a i n  World," American Economic Review (May, 1964) ,  p.  79.
po
Will iam F. S h a rp e ,  " C ap i ta l  A s s e t  P r i c e s :  A Theory o f  Market 
E q u i l ib r iu m  Under C ond i t io n s  o f  R isk ,"  The J o u r n a l  o f  F i n a n c e , Vol.  XIX, 
No. 3 (September,  1964) ,  p.  430.
30
Roger L. B u r fo rd ,  S t a t i s t i c s :  A Computer Approach (Columbus:
C har les  E. M e r r i l l  P u b l i s h in g  C o . ,  1968),  p.  290.
I f  th e  c o e f f i c i e n t  o f  c o r r e l a t i o n  between the  p r e d i c t e d  r a t e s  o f  r e t u r n  
o f  both  s e c u r i t i e s  i s  +1 ( p e r f e c t  p o s i t i v e  c o r r e l a t i o n ) ,  th e n  t h e  v a r i -
o
ance  o f  e x p ec te d  r e t u r n s  o f  t h e  p o r t f o l i o  (o Rp) would be g r e a t e r  th a n  
i f  th e  c o e f f i c i e n t  o f  c o r r e l a t i o n  were < +1. T h i s  i s  d e p i c t e d  in  F ig u r e  







FIGURE 4 . 4
EFFECTS OF DIVERSIFICATION ON THE EFFICIENT FRONTIER
Combinations  o f  two s e c u r i t i e s  which a r e  p e r f e c t l y  p o s i t i v e l y  c o r r e l a t e d
w i l l  l i e  a long  th e  s t r a i g h t  l i n e  AB s i n c e  both  ERp and oRp w i l l  be l i n e a r l y
r e l a t e d  to  t h e  p r o p o r t i o n s  i n v e s t e d  in  t h e  two s e c u r i t i e s .  Combinations
where p^ b < 1 w i l l  l i e  a long a curve t o  t h e  l e f t  o f  l i n e  AB. T h i s  c u r v a t u r e
31i s ,  i n  e s s e n c e ,  t h e  r a t i o n a l e  f o r  d i v e r s i f i c a t i o n .
31 Sharpe, oj>. c i t . , p.  431.
I f  t h e  i n d i f f e r e n c e  c u rv es  drawn in  F igu re  4 .2  were super imposed  
on th e  Markowitz o p p o r t u n i t y  s e t  i n  F ig u r e  4 . 3 ,  t h e  r e s u l t  i l l u s t r a t e s  
t h a t  an i n v e s t o r  who has t h e  p a r t i c u l a r  f a m i ly  o f  i n d i f f e r e n c e  c u rves  I p  
I g ,  l 3 > and i s  l i m i t e d  on ly  t o  in v e s tm e n t s  in  t h e  r i s k y - a s s e t  o p p o r t u n i t y  
s e t  ABCDEF, w i l l  maximize h i s  ex p ec te d  u t i l i t y  by i n v e s t i n g  in  t h e  combin 
a t i o n  o f  s e c u r i t i e s  a v a i l a b l e  a t  t h e  t angency  o f  I 2 a t  p o i n t  B y i e l d i n g  






A MARKOWITZ EFFICIENT INVESTOR MAXIMIZING UTILITY
Adding the  p o s s i b i l i t y  t h a t  r i s k - f r e e  a s s e t s  e x i s t ,  such as  U. S. 
Government T r e a s u r y  B i l l s  o r  c a s h ,  which y i e l d  Rp, th e n  a new o p p o r t u n i t y
s e t ,  d e s i g n a t e d  l i n e  RpC (F ig u re  4 .5 )  becomes a v a i l a b l e  t o  th e  i n v e s t o r .
All  i n v e s tm en t  com bina t ions  l y i n g  along t h e  o r i g i n a l  cu rve  from A t o  C
a r e  dominated  by some com bina t ion  o f  in v e s tm e n t  in  C and le n d in g  a t  t h e
32
r i s k - f r e e  r a t e  (Rp).  The i n v e s t o r  w i l l  a l l o c a t e  h i s  r e s o u r c e s  between
t h e  r i s k - f r e e  a s s e t s  (Rp) and th e  r i s k y  a s s e t s  (C) i n  th e  p r o p o r t i o n  which
33
p la c e s  him on t h e  h i g h e s t  i n d i f f e r e n c e  c u rv e .  T h is  i s  Ig  (F ig u re  4 .5 )  
a t  p o i n t  G which y i e l d s  ERq and oRg in  t h e  m e an - s ta n d a rd  d e v i a t i o n  p l a n e .  
Th is  o p p o r t u n i t y  lo cu s  RpC can be ex tended  beyond C i f  t h e  i n v e s t o r  can 
a l s o  borrow a t  t h e  r i s k l e s s  r a t e  (Rp).  In  t h e  l i t e r a t u r e  t h i s  o p p o r t u n i t y  
lo c u s  has  been d e s i g n a t e d  as  t h e  c a p i t a l  m a rke t  l i n e  (C M L ) .^
EQUILIBRIUM IN CAPITAL MARKETS
T h e o r ie s  o f  c a p i t a l  m arke t  e q u i l i b r i u m  u n d e r  c o n d i t i o n s  o f  r i s k  
r e s t  on two im p o r t a n t  a s s u m p t io n s .
1. T he re  i s  a common pu re  r a t e  o f  i n t e r e s t  a v a i l ­
a b l e  t o  a l l  i n v e s t o r s  on equal  terms to  e i t h e r  
borrow o r  lend fu n d s .
2. There  e x i s t s  homogenei ty o f  i n v e s t o r  e x p e c t a ­
t i o n s :  i n v e s t o r s  a r e  assumed t o  a g r e e  on t h e
p r o s p e c t s  o f  v a r i o u s  i n v e s t m e n t s —t h e  e x p ec te d
v a l u e s ,  s t a n d a r d  d e v i a t i o n s  and c o r r e l a t i o n  co-  
35
e f f i c i e n t s .
Op
S h a rp e ,  0£ .  c i t . , pp.  432-3 .
33T ob in ,  o£.  c i t . , pp. 72-3 .
^ J e n s e n ,  0£ .  c i t . , p.  197.
35Sharpe, o jd . c i t . , pp. 433-4.
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S in c e  th e  CML dom ina tes  t h e  o p p o r t u n i t y  s e t ,  a l l  M a r k o w i t z - e f f i c i e n t  i n ­
v e s t o r s  w i l l  seek  to  be on th e  CML. They w i l l  p u rchase  on ly  c o m b in a t io n s  
o f  s e c u r i t i e s  c om pr i s ing  p o r t f o l i o  C and r i s k - f r e e  a s s e t s .  The p a r t i c u l a r  
co m bina t ion  o f  p o r t f o l i o  C and Rp a s s e t s  depends upon th e  i n v e s t o r ' s  a t t i ­
tude  toward r i s k  and r e t u r n  as shown by h i s  i n d i f f e r e n c e  map. Less r i s k y  
e f f i c i e n t  com bina t ions  w i l l  i n c l u d e  both  Rp a s s e t s  and p o r t f o l i o  C. More 
r i s k y  e f f i c i e n t  com bina t ions  w i l l  i n c lu d e  only  p o r t f o l i o  C and borrowing 
a t  t h e  r i s k - f r e e  r a t e .  P o r t f o l i o  C i s  t h e  m arke t  p o r t f o l i o .  In e q u i l i ­
brium ev e ry  s e c u r i t y  in  t h e  m arke t  i s  owned by someone. S in c e  everyone  
d e s i r e s  p o r t f o l i o  C, t h e  marke t  p o r t f o l i o  must c o n s i s t  o f  a l l  r i s k y  a s s e t s  
i n  t h e  m a r k e t ,  each  w e igh ted  by t h e  r a t i o  of  i t s  t o t a l  m a rke t  v a lu e  t o  th e  
m arke t  v a lu e  o f  a l l  a s s e t s ,  and in  a d d i t i o n ,  t h e  r i s k l e s s  r a t e  Rp must be 
such t h a t  n e t  borrowing  i n  th e  m arke t  i s  z e r o ;  t h a t  i s ,  a t  t h e  r a t e  Rp
th e  t o t a l  q u a n t i t y  o f  funds  t h a t  p e o p le  want to  borrow i s  equal  t o  t h e
36
q u a n t i t y  t h a t  o t h e r s  want t o  l e n d .
In  e q u i l i b r i u m  t h e r e  i s  a s im p le  l i n e a r  r e l a t i o n s h i p  between th e  
expec ted  r e t u r n  and th e  e x p ec te d  s t a n d a r d  d e v i a t i o n  o f  r e t u r n s  f o r  t h e  
m arke t  p o r t f o l i o .  However, i n d i v i d u a l  r i s k y  s e c u r i t i e s  w i l l  l i e  w i t h i n  
t h e  o p p o r t u n i t y  s e t  ABCDEF ( F ig u r e s  4 . 5 ,  4 . 6) because  t h e y  a r e  u n d i v e r s i ­
f i e d  and ,  t h e r e f o r e ,  i n e f f i c i e n t  in  the  Markowitz s e n s e .  Sharpe no ted  
t h a t  the  e q u i l i b r i u m  c o n d i t i o n  im p l i e d  both  a measure  o f  t h e  r i s k  o f  s e ­
c u r i t y  i ,  and t h e  e q u i l i b r i u m  r e l a t i o n s h i p  between th e  r i s k  and t h e  ex-
37
p e c te d  r e t u r n  on t h a t  s e c u r i t y .
Eugene F. Fama, " R i sk ,  R e tu rn  and E q u i l i b r iu m :  Some C l a r i f y i n g
Comments," The J o u r n a l  o f  F i n a n c e , Vol.  XXIII ,  No. 1 (March,  1968) ,  p .  33.





TYPICAL RELATIONSHIP BETWEEN INDIVIDUAL 
SECURITIES AND AN EFFICIENT COMBI­
NATION -  THE MARKET PORTFOLIO
F ig u r e  4.6 i l l u s t r a t e s  t h e  t y p i c a l  r e l a t i o n s h i p  between i n d i v i d u a l
s e c u r i t y  i  and th e  m arke t  p o r t f o l i o  C o f  which i t  i s  a p a r t .  The cu rve
1CC' shows a l l  e x p ec te d  r e t u r n - e x p e c t e d  s t a n d a r d  d e v i a t i o n  p o s s i b i l i t i e s
which a r e  o b t a i n a b l e  by combining s e c u r i t y  i w i th  m arke t  p o r t f o l i o  C in
v a ry in g  p r o p o r t i o n s .  In  e q u i l i b r i u m ,  cu rv e  iCC '  and a l l  such c u rves  w i l l
be t a n g e n t  t o  RpCZ b e c a u s e ,  (1) they  must touch  i t  a t  t h e  p o i n t  r e p r e s e n t -
38ing t h e  e f f i c i e n t  c o m b in a t io n ,  and ( 2 ) they  a r e  c o n t in u o u s  a t  t h a t  p o i n t .
38Sharpe, ojgu c i t . , p.  437.
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The tangency  must e x i s t ,  o th e r w i s e  t h e  cu rve  would c u t  RpCZ, an im p o s s i ­
b i l i t y ,  because  t h e r e  a r e  no f e a s i b l e  com bina t ions  o f  s e c u r i t i e s  to  t h e
39
l e f t  o f  t h e  e f f i c i e n t  boundary .
The tangency  o f  cu rves  such as iCC* a l low ed  Sharpe  t o  r e l a t e  t h e  
ex pec ted  r a t e  o f  r e t u r n  t o  v a r io u s  e lem ents  o f  r i s k  f o r  a l l  s e c u r i t i e s  i n ­
c lu d ed  i n  t h e  marke t  p o r t f o l i o .  He d id  t h i s  by r e g r e s s i n g  ex p o s t  r e t u r n s  
o f  s e c u r i t y  i on ex p o s t  r e t u r n s  o f  the  m arke t  p o r t f o l i o .  This  i s  t h e  
Sharpe  d iag o n a l  model and i t s  economic meaning i s  d i s c u s s e d  b r i e f l y .
Sharpe  deve loped  t h e  d iagona l  model because  o f  t h e  l a r g e  number 
o f  p a ra m e te r s  to  e s t i m a t e  i n  the  Markowitz model.  The d iag o n a l  model has 
the  v i r t u e  o f  be ing  one o f  t h e  s i m p l e s t  which can be c o n s t r u c t e d  w i t h o u t  
assuming away th e  e x i s t e n c e  o f  i n t e r r e l a t i o n s h i p s  among s e c u r i t i e s . 4® The 
m o d e l ' s  m a jo r  assum pt ion  i s  t h a t  t h e  r e t u r n s  o f  v a r i o u s  s e c u r i t i e s  a r e  r e ­
l a t e d  on ly  th rough  common r e l a t i o n s h i p s  w i th  some b a s i c  in dex  such as  t h e  
l e v e l  o f  t h e  s to c k  marke t  as a w ho le ,  th e  GNP, some p r i c e  index o r  any
o t h e r  f a c t o r  th o u g h t  to  be t h e  most im p o r t a n t  s i n g l e  i n f l u e n c e  on th e  r e -
41t u r n  o f  s e c u r i t i e s .  The a b i l i t y  o f  the  d iag o n a l  model t o  g e n e r a t e  e f ­
f i c i e n t  p o r t f o l i o s  r e l a t i v e  t o  t h e  Markowitz f u l l  c o v a r i a n c e  model has been 
e m p i r i c a l l y  v a l i d a t e d  by Sharpe42  and o t h e r s . 43 The Sharpe  d iag o n a l  model
39 I b i d . ,  pp.  437 -8 .
4°W. F. S h a rp e ,  "A S i m p l i f i e d  Model f o r  P o r t f o l i o  A n a l y s i s , "  
Management S c i e n c e , Vol.  IX ( J a n u a r y ,  1963) ,  pp.  277-293.
41 I b i d . , p.  281.
4 2 I b i d . ,  pp.  291-2 .
43K. J .  Cohen and J .  A. Pogue, "An E m p ir ica l  E v a l u a t i o n  o f  A l t e r ­
n a t i v e  S e l e c t i o n  Models ,"  J o u rn a l  o f  B u s i n e s s , Vol.  XL, No. 2 ( A p r i l ,  1967) ,  
pp.  166-193, B. A. W a l l i n g f o r d ,  "A Survey and Comparison o f  P o r t f o l i o  Se­
l e c t i o n  Models ,"  J o u r n a l  o f  F in a n c i a l  and Q u a n t i t a t i v e  A n a ly s i s  ( J u n e ,  1967), 
pp. 85-106.
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s p e c i f i e s  th e  f o l l o w i n g  r e l a t i o n s h i p s :
^ i  = a i + Bi^M + ®i 1 = 1 , 2 ...............N ( 4 . 3 )
where:
E(e)  = 0 
Cov(Rm, e^) = 0 
Cov(e.j ,  e j )  = 0 1 f  j
•\j
R. = e x p e c te d  r e t u r n  on s e c u r i t y  i .
%
R|yj = r e t u r n  on m arke t  p o r t f o l i o  M (some b a s i c  index  
o f  m a rk e t  r e t u r n s ) .  
e.j = an i n d i v i d u a l i s t i c  f a c t o r  r e f l e c t i n g  t h a t  p o r t i o n  
o f  s e c u r i t y  i ' s  r e t u r n  which i s  no t  a l i n e a r  f u n c ­
t i o n  Of R|y|.
a . j , Bj = i n t e r c e p t  and s lo p e  a s s o c i a t e d  w i th  t h e  l i n e a r  
r e l a t i o n s h i p  (p a ra m e te r s  s p e c i f i c  t o  a s s e t  ^ ) .
B a s i c a l l y  what t h e  model p o s i t s  i s  t h a t  a s e c u r i t y ' s  r e t u r n  can be d i v i d e d  
i n t o  two p a r t s :  f i r s t  a s y s t e m a t i c  component [B^(R^)] which r e f l e c t s  com­
mon movement o f  a s i n g l e  s e c u r i t y ' s  r e t u r n  w i t h  th e  av erage  r e t u r n  o f  a l l  
o t h e r  s e c u r i t i e s  in  t h e  m a rk e t ;  and seco n d ,  an i n d i v i d u a l i s t i c  component
( e . )  which r e f l e c t s  t h e  r e s i d u a l  p o r t i o n  o f  a s e c u r i t y ' s  r e t u r n  t h a t  moves
44 rin d e p e n d e n t ly  o f  t h e  m arke t -w ide  r e t u r n  and t h e  o t h e r  s e c u r i t i e s .  For
an i n d i v i d u a l  s e c u r i t y  t h e  v a r i a n c e  o f  t h i s  model i s  d e f in e d  a s :
fin
W. B eave r ,  P.  K e t t l e r ,  and M. S c h o l e s ,  "The A s s o c i a t i o n  Between 
Market Determined  and Account ing  Determined R isk  M easures ,"  The Accounting  
Review, XLV, No. 4 (O c to b e r ,  1970) ,  p.  657.
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cf2(R1) = o2 ( e . )  + B .2 ct2( rm) . ( 4 .4 )
where:
o (R..) = v a r i a n c e  o f  r e t u r n  on s e c u r i t y  i .
2
a (e . j ) = v a r i a n c e  o f  t h e  i n d i v i d u a l i s t i c  f a c t o r s .
p
a  (Rjvj) = v a r i a n c e  o f  th e  m arke t  r e t u r n .
As th e  s i z e  o f  t h e  p o r t f o l i o  i n c r e a s e s  from one s e c u r i t y  t h e  v a r i a n c e  
o f  t h i s  model becomes:
„ 2 (Rp ) = ( J )  E [o 2 ^ ) ]  + [E (B ) ]2 o 2 (RM) (4 .5 )
where:
cr2 {Rp) = v a r i a n c e  o f  r e t u r n  on t h e  p o r t f o l i o .
N = number o f  s e c u r i t i e s  i n  t h e  p o r t f o l i o .
p
E[o ( e . . ) ]  = expec ted  v a l u e  o f  t h e  v a r i a n c e s  o f  t h e  i n d i ­
v i d u a l i s t i c  f a c t o r s .
E(B) = expec ted  v a lu e  o f  th e  B ^ ' s .
2
o (R^) = v a r i a n c e  o f  t h e  m arke t  r e t u r n .
As N i n c r e a s e s ,  t h e  f i r s t  te rm on t h e  r i g h t  hand s i d e  o ,  s i n c e  r i s k  
a v e r s e  i n v e s t o r s  w i l l  s e l e c t  an e f f i c i e n t l y  d i v e r s i f i e d  p o r t f o l i o ,  and 
th e  d iagona l  model becomes:
o 2 (Rp) = [ E ( B ) ] 2 o 2 (Rm) ( 4 . 6 )
o (Rp) w i l l  d i f f e r  among p o r t f o l i o s  a c c o r d in g  t o  t h e  m agn i tude  o f  E[B].
T h e r e f o r e ,  t h e  r i s k  t h a t  t h e  n th  s e c u r i t y  c o n t r i b u t e s  t o  t h e  p o r t f o l i o
45
i s  measured by i t s  B^. The B̂  i s  t h e  u n a v o id a b le  r i s k  o f  t h e  s e c u r i t y
45 Ibid.
and measures  t h e  s e c u r i t y ' s  s e n s i t i v i t y  t o  m arke t -w ide  e v e n t s .  I t  i s  
u n a v o id a b l e  b e c a u s e  i t  i s  t h a t  p o r t i o n  o f  t h e  v a r i a n c e  o f  t h e  s e c u r i t y ' s  
r e t u r n  t h a t  c an n o t  be d i v e r s i f i e d  away by i n c r e a s i n g  t h e  s i z e  o f  t h e  
p o r t f o l i o . T h e  l a r g e r  t h e  v a lu e  o f  t h e  more r i s k y  t h e  s e c u r i t y ,  and 
c o r r e s p o n d i n g l y  t h e  g r e a t e r  t h e  r e q u i r e d  r a t e  o f  r e t u r n .
H old ing  t o  th e  same assum pt ions  u n d e r ly in g  p o r t f o l i o  a n a l y s i s ,  
Sharpe  and o t h e r s 47 c o n s i d e r e d  t h e  i m p l i c a t i o n s  f o r  t h e  s to c k  m arke t  i f  
a l l  i n v e s t o r s  became " M a r k o w i t z - e f f i c i e n t  i n v e s t o r s . "  The r e s u l t  i s  a 
c a p i t a l  a s s e t  p r i c i n g  model which d e te rm in es  t h e  e q u i l i b r i u m  p r i c e s  f o r  
a l l  s e c u r i t i e s  i n  t h e  m a rk e t .  The e s s e n t i a l  f e a t u r e  o f  t h e  model i s  a 
l i n e a r  f u n c t i o n  on t h e  r i s k - r e t u r n  p l a n e ,  which r e p r e s e n t s  a l l  o f  t h e  pos 
s i b l e  p o r t f o l i o s  an i n v e s t o r  can d e v i s e ,  g iven  t h e  a b i l i t y  t o  borrow or  
l end  a t  t h e  r i s k - f r e e  r a t e .  Th is  f u n c t i o n ,  d e s i g n a t e d  as t h e  c a p i t a l  mar 
k e t  l i n e  (CML), deve lo p ed  e a r l i e r  in  t h e  c h a p t e r ,  can be viewed as t h e  lo  
cus o f  t h e  maximum r a t e s  o f  r e t u r n s  f o r  each r i s k  c l a s s .  S ince  t h i s  
f u n c t i o n  i s  l i n e a r ,  knowledge o f  t h e  r i s k - f r e e  r a t e  o f  r e t u r n  and th e  e x ­
p e c t e d  r e t u r n  on t h e  m arke t  p o r t f o l i o  w i l l  c o m p le t e ly  s p e c i f y  t h e  CML. 
Given t h e  CML, c a p i t a l  a s s e t s  w i l l  be p r i c e d  such t h a t :
46 I b i d . , p. 658.
47  W. F. S h a r p e ,  " C a p i t a l  A ss e t  P r i c e s :  A Theory  o f  Market
E q u i l i b r i u m  Under C o n d i t io n s  o f  R i s k , "  pp .  425-442.  J .  L i n t n e r ,  "The 
V a lu a t i o n  o f  Risk A sse t s  and t h e  S e l e c t i o n  o f  Risky  In v e s tm en t s  i n  Stock 
P o r t f o l i o s  and C a p i t a l  B u d g e t s , "  Review o f  Economics and S t a t i s t i c s ,
XLVII ( F e b r u a r y ,  19 6 5 ) ,  pp.  13-37"! J .  L i n t n e r ,  " S e c u r i t y  P r i c e s ,  Risk 
and Maximal Gains from D i v e r s i f i c a t i o n , "  J o u rn a l  o f  F i n a n c e , XX (December 
1965) ,  pp.  587-616. J .  Moss in ,  " E q u i l i b r iu m  in  a C a p i t a l  A s s e t  M ark e t , "  
E c o n o m e t r i c a , XXXIV ( O c to b e r ,  19 6 6 ) ,  pp .  768-783.
48 Francis and Archer, ojk c i t . , p.  23.
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E(Si ) = Rp + [E(ftM) -  RF] B. ( 4 . 7 )
= Rp + B_j[E{fr|Y|)] -  B^Rp 
= Rp(l -  B . j )  + B . [ E ( & m ) ]
where:
E ( ^ )  e x p ec te d  r e t u r n  on s e c u r i t y  i .
Rp = r a t e  o f  r e t u r n  on a r i s k l e s s  a s s e t .
B̂  = s y s t e m a t i c  r i s k .
E(frM) = e x p ec te d  r e t u r n  on t h e  m arke t  p o r t f o l i o .
The model s t a t e s  t h a t  t h e  s y s t e m a t i c  r i s k  c o e f f i c i e n t  de te rm ined  from 
S h a r p e ' s  d i ag o n a l  i s  t h e  on ly  v a r i a b l e  which de te rm in es  d i f f e r e n t i a l  r e ­
t u r n s  among s e c u r i t i e s ,  s i n c e  t h e  i n d i v i d u a l i s t i c  f a c t o r  i s  d r i v e n  to
z e r o  th rough  d i v e r s i f i c a t i o n ;  and f u r t h e r ,  t h a t  e x p ec te d  r e t u r n  o f  a s e -
49
c u r i t y  i i s  a l i n e a r  f u n c t i o n  o f  t h e  s e c u r i t y ' s  B . .
In  o r d e r  to  g iv e  a more comple te  d e s c r i p t i o n  o f  how S h a r p e ' s  
d i ag o n a l  index d e te r m in e s  r e l e v a n t  r i s k  and how t h i s  r i s k  s u r r o g a t e  a f ­
f e c t s  ex p ec ted  r e t u r n  v ia  t h e  c a p i t a l  a s s e t  model,  a g r a p h ic  a n a l y s i s  i s  
p r e s e n t e d  in  F ig u r e s  4.7 and 4 . 8 .





FIGURE 4 .7  
SHARPE’S DIAGONAL INDEX
The model i s  ex a n t e  s i n c e  r i s k  i t s e l f  i s  an ex. a n t e  c o n c e p t ,  b u t  ex p o s t  
v a r i a b l e s  a r e  used to  de te rm in e  . J e n s e n  d e m o n s t ra ted  t h a t  i t  was p e r ­
m i s s i b l e  t o  use  ex p o s t  numbers in  t h e  r i s k - r e t u r n  e x p e c t a t i o  il model 
50developed  h e r e .  Given a number o f  ex p o s t  e m p i r i c a l  o b s e r v a t i o n s  o f
^ J e n se n ,  0£ . c i t . , .  pp. 167-185, 192-202, 241-247.
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R. and R^:
where = r e t u r n s  o f  s e c u r i t y  i f o r  each o f  t  p e r io d s
51and R|yj = r e t u r n s  o f  t h e  m arke t  f o r  each o f  t  p e r i o d s ,
e s t i m a t e s  o f  a., and a r e  o b t a in e d  from a t ime s e r i e s ,  l e a s t  s q u a r e s  r e ­
g r e s s i o n  l e a d in g  to  the  e q u a t i o n  shown in  t h e  f i g u r e .  The s c a t t e r  o f  t h e  
R̂  o b s e r v a t i o n s  a round t h e i r  mean i s  e v id en c e  o f  t h e  t o t a l  r i s k  o f  the  
s e c u r i t y .  However, p a r t  o f  th e  s c a t t e r  i s  due t o  t h e  u n d e r ly in g  r e l a t i o n ­
sh ip  w i th  th e  r e t u r n  on t h e  m a rk e t ,  shown by , t h e  s l o p e  o f  t h e  r e g r e s -
52
s i o n  l i n e .  This  component o f  t h e  s e c u r i t y ' s  r i s k  i s  t h e  s y s t e m a t i c  r i s k .
The r e s i d u a l ,  o r  ex p o s t  s t a n d a r d  e r r o r  i s  t h e  i n d i v i d u a l i s t i c  r i s k  t h a t  
can be d i v e r s i f i e d  t o  z e r o .  The f o r m u l a t i o n  o f  t h i s  r e l a t i o n s h i p  between 
R.j and R^ can be employed ex a n t e  as a p r e d i c t i v e  model i n  t h e  form r^ = 
E(R^[R^) = a.j + s i n c e  th e  c o n d i t i o n a l  e x p e c t a t i o n  i s  f a i r l y  s t a ­
t i o n a r y  over  t i m e . 53
Once t h e  Beta o f  a p a r t i c u l a r  s e c u r i t y  i has been d e te r m in e d ,  t h a t
i s ,  t h e  e x t e n t  t o  which t h e  i n d i v i d u a l  s e c u r i t y  moves w i th  t h e  m arke t  as a
whole ,  t h e  c a p i t a l  a s s e t  p r i c i n g  model can be employed to  d e te r m in e  th e  
ex p ec ted  r a t e  o f  r e t u r n  f o r  t h a t  s e c u r i t y .
^ L .  F i s h e r ,  "Some New Stock  Market  I n d e x e s , "  J o u r n a l  o f  B u s i n e s s , Vol.
XXXIX ( J a n u a r y ,  19 6 6 ) ,  pp. 191-225.
52W. F. S h a rp e ,  "C a p i t a l  A sse t  P r i c e s :  A Theory o f  Market Equi­
l i b r i u m  Under C o n d i t io n s  o f  R i sk , "  J o u rn a l  o f  F i n a n c e , Vol.  XIX (S ep tem ber ,
1964).  R ep r in te d  in  Archer  and D'Ambrosio,  The Theory o f  B us iness  F i n a n c e :
A Book o f  Readings (New York: The Macmillan C o . ,  1967) ,  p.  667.
53M. E. Blume, "The Assessment  o f  P o r t f o l i o  Pe r fo rm ance— An A p p l i -  . 
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FIGURE 4 .8  
CAPITAL ASSET PRICING MODEL
Given the  r e t u r n  on th e  marke t  (R^)» and s i n c e  b e t a  f o r  t h e  m arke t  must be 
1 . 0 ,  p o i n t  M i s  d e te rm in e d .  A l i n e  i s  th e n  drawn from t h e  r i s k - f r e e  r a t e  
(Rp) th rough  p o i n t  M g iv in g  t h e  CML ( t h e s e  a r e  t h e  s o l i d  l i n e s ) .  N ex t ,  t h e  
b e ta  f o r  a p a r t i c u l a r  s e c u r i t y  i ,  as  measured by th e  Sharpe  d ia g o n a l  model,  
i s  shown on th e  B. a x i s .  Ac tua l  r e t u r n  [A(R.t ) ]  i s  p l o t t e d  on t h e  E(R)
1 L 1 v
a x i s .
F igu re  4 . 8  i l l u s t r a t e s  t h a t  g iv en  th e  s y s t e m a t i c  r i s k  (B) f o r  s e ­
c u r i t y  i ,  t h e  y i e l d  shou ld  be e x p ec te d  r e t u r n  [ E ( R . ^ ) ] ,  r e a d in g  H '  t o  th e  
v e r t i c a l  a x i s .  However, t h e  a c t u a l  r e t u r n  [A(R- t ) ]  was on ly  H, i n d i c a t i n g  
t h a t  t h e  s e c u r i t y  was o v e r p r i c e d  a t  t h e  b e g in n in g  o f  t h e  p e r i o d .  A c t u a l l y ,
8 6
once t h e  m a rk e t  i s  c o g n i z a n t  o f  t h e  f a c t  t h a t  t h e  s e c u r i t y  does n o t  o f f e r  
s u f f i c i e n t  r e t u r n s  t o  induce  r a t i o n a l  i n v e s t o r s  t o  a c c e p t  t h e  amount o f  
s y s t e m a t i c  r i s k  t h e y  must b e a r ,  t h e  p r i c e  o f  t h a t  s e c u r i t y  w i l l  drop 
r a i s i n g  r a t e  o f  r e t u r n  u n t i l  th e  e q u i l i b r i u m  r a t e  o f  r e t u r n  i s  r e a c h e d .
The e q u i l i b r i u m - s e e k i n g  movements o f  the  m arke t  c a u s e  th e  p r i c e  d e c r e a s e  
and t h e  n e g a t i v e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  [ E ( R - j ^ )  > A ( R - j t ) ] .
S UMMARY
The e x p e c t a t i o n a l  model deve loped  in  t h i s  c h a p t e r  d i v i d e s  r a t e  
o f  r e t u r n  i n t o  two components from which i t  d e r i v e s :  r e t u r n s  stemming
from t h e  s y s t e m a t i c  movements o f  i n d i v i d u a l  s t o c k  p r i c e s  w i th  th e  g e n e r a l  
movements o f  t h e  m arke t  and r e t u r n s  stemming from e v e n t s  unique  to  t h e  
i n d i v i d u a l  f i r m .  By d i s c o u n t i n g  r e t u r n s  from s y s t e m a t i c  movements,  th e  
r e s i d u a l  r a t e  o f  r e t u r n  based  on e v e n t s  un ique  to  t h e  i n d i v i d u a l  f i r m  
can be d e te r m in e d .  This  p o r t i o n  o f  r e t u r n  i s  t h e o r e t i c a l l y  r e l a t e d  to  
a c c o u n t i n g  d a t a  which p u r p o r t s  t o  measure t h e  company's economic e v e n t s .
The v a r i a b l e  to  be  p r e d i c t e d  i n  t h i s  s t u d y  i s  a R ^ ,  th e  r i s k -  
a d j u s t e d  r a t e  o f  r e t u r n ,  which i s  th e  d i f f e r e n c e  between E (R -,*t ) and 
A ( R i t ) -  Because  o f  th e  e v id en c e  s u g g e s t i n g  t h a t  t h e  major  s e c u r i t y  
exchanges  a r e  good examples o f  e f f i c i e n t  m a r k e t s ,  i t  i s  u n l i k e l y  t h a t  a 
l ag g ed  r e l a t i o n s h i p  between t h e  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e  and 
ARi t  w i l l  be u ncovered .  However, t h e  a p r i o r i  e x p e c t a t i o n s  i n d i c a t e  
t h a t  a contemporaneous  a s s o c i a t i o n  wi-11 b e - d i s c lo s e d ,  b ecause  e a r n in g s  
a r e  t h e  s i n g l e  most i m p o r t a n t  f a c t o r  in  t h e  d e t e r m i n a t i o n  o f  common s to c k  
p r i c e s ,  and b e ca u se  a c c o u n t in g  d a t a  measure the  p r o p e r  revenue  and e x p e n s e ,




T h i s  s tu d y  p u r p o r t s  t o  e v a l u a t e  a l t e r n a t i v e  a c c o u n t in g  flow
v a r i a b l e s  f o r  i n v e s t o r  u se .  The a cc o u n t in g  f low v a r i a b l e s  be ing  e v a l ­
u a t e d  a r e  d i s c u s s e d  i n  C hap ter  I I I  and b r i e f l y  r e s t a t e d  h e r e .
Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s  (EA)
Net R ec u r r in g  Income (ER)
C u r r e n t  R e c u r r in g  Flow (CR)
Net R ec u r r in g  Income l e s s  Changes i n  I n v e n t o r i e s  (ER Al)
In  o r d e r  t o  t e s t  t h e s e  v a r i a b l e s ,  t h e  n e t  change in  t h e  v a r i a b l e
from th e  b e g in n in g  o f  t h e  y e a r  t o  t h e  end o f  t h e  y e a r  was computed.  The 
e x a c t  s p e c i f i c a t i o n  o f  t h e  v a r i a b l e s  i s  shown below.
(5 .1 )
(5 .2 )
( 5 .3 )
( 5 . 4 )
All  c a l c u l a t i o n s  were on a p e r  s h a r e  b a s i s  a l th o u g h  th e y  need n o t  have 
b een .  A b so lu te  v a lu e s  were used i n  t h e  denom ina to rs  b ecau se  in  s i t u a ­
t i o n s  where t h e  flow v a r i a b l e s  were  n e g a t i v e  f o r  t h e  p r e v io u s  p e r i o d ,  
t h e  s i g n  o f  th e  change would be i n c o r r e c t  i f  th e  a b s o l u t e  v a lu e  were n o t  
used .
ACTUAL RATE OF RETURN
The d ependen t  v a r i a b l e ,  t h e  v a r i a b l e  o f  i n t e r e s t  t o  i n v e s t o r s ,  
has  been d e f in e d  as t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  f o r  t h e  i t h  company 
i n  p e r i o d  t ,  and was computed in  a cco rdance  w i th  t h e  models p r e s e n t e d  i n  
C h ap te r  IV. S ince  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  ( aR^t ) i s  t h e  d i f f e r ­
ence  between th e  a c t u a l  r a t e  o f  r e t u r n  ( A R ^ ;  and th e  e x p e c te d  r a t e  o f  
r e t u r n  (ER^t ) ,  t h a t  i s ,  ARjj- = A R ^  -  ER-j^., th e  f i r s t  te rm on t h e  r i g h t  
hand s i d e  o f  t h e  e q u a t i o n  (AR-j^) was computed f i r s t  and th e n  t h e  second 
t e rm  (ER-j .̂) .
In o r d e r  to  de te rm ine  (AR^t ) ,  p r i c e  r e l a t i v e s  (PR) were f i r s t  
computed f o r  each o f  t h e  two hundred and f o r t y - o n e  companies in  th e  sam­
p l e .  The t e n - y e a r  span from 1961-1970 r e q u i r e d  t h e  c a l c u l a t i o n  o f  t e n  
p r i c e  r e l a t i v e s  f o r  each company. This  p e r i o d  encompassed a l l  o f  t h e  a l ­
t e r n a t i v e  h o l d i n g  p e r i o d s  and a l t o g e t h e r  two thousand  f o u r  hundred and 
t e n  p r i c e  r e l a t i v e s  were c a l c u l a t e d  (241 x 1 0 ) .  The p r i n c i p l e  r easons  
f o r  u s in g  th e  p r i c e  r e l a t i v e  a r e :
(1) I t  measures the  t o t a l  g ross  r e t u r n  p e r  d o l l a r  
o f  o r i g i n a l  in v e s tm e n t  and i s  th u s  an a l l - i n ­
c l u s i v e  g ross  p e r c e n t a g e  r e t u r n  f o r m u l a t i o n  
t h a t  i s  always p o s i t i v e  ( o r ,  a t  w o r s t ,  z e r o ) .
E l i m i n a t i o n  o f  n e g a t i v e  r e t u r n s  i s  a b e n e f i t ;  
i t  a l lows  us t o  c a l c u l a t e  g e o m e t r i c  mean r e ­
t u r n s  ___
(2)  I t  a l low s  r a t i o n a l  compar ison  o f  t h e  expec ted  
r e t u r n  from an a s s e t  bo th  w i th  t h e  a s s e t ' s  r e ­
t u r n s  in  th e  p a s t  and w i th  th e  ex p ec ted  r e t u r n  
from a l l  o t h e r  a s s e t s  f o r  th e  coming p e r i o d . '
The p r i c e  r e l a t i v e  f o r m u l a t i o n  used was:
PRt  -  in SPC( t + l )  + D/S( t )  
SPC( t )
( 5 . 5 )
where :
In = n a t u r a l  l o g a r i t h m  
SPC = s t o c k  c l o s i n g  p r i c e  
D/S = d iv id e n d s  p e r  s h a r e
The n a t u r a l  log  o f  t h e  p r i c e  r e l a t i v e  was used p r i m a r i l y  because  i t  f a ­
c i l i t a t e s  t h e  c a l c u l a t i o n  o f  t h e  g e o m e t r ic  mean r a t e  o f  r e t u r n ,  and a l s o  
b ecau se  i t  assumes co n t in u o u s  compounding. Armed w i th  t h e  p r i c e  r e l a ­
t i v e s ,  t h e  a c t u a l  r a t e  o f  r e t u r n  f o r  t h i r t y  a l t e r n a t e  h o ld in g  p e r io d s  was 
computed u s in g  th e  g e o m e t r i c  mean. The f o r m u l a t i o n  used was:
ARi t  = ^ e x p  £ l / n ^ l n  ( pRi t j | ^  _1
where :
exp -  t h e  a n t i  l o g a r i t h m  o f  t h e  e x p r e s s i o n  e n c lo s e d  i n  b r a c k e t s  
n = number o f  p e r i o d s  
PR^t  = p r i c e  r e l a t i v e  f o r  s e c u r i t y  i i n  p e r i o d  t
^Henry A. La tane  and Donald L. T u t t l e ,  S e c u r i t y  A n a ly s i s  and 
P o r t f o l i o  Management (New York: The Ronald P r e s s  Company, 1970}, p .  62.
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Harry  Markowitz ,  P o r t f o l i o  S e l e c t i o n ,  E f f i c i e n t  D i v e r s i f i c a ­
t i o n  o f  In v e s tm en t s  (New YorFi John Wiley and Sons ,  I n c . ,  1959) ,  p.  120.
The g e o m e t r i c  mean i s  used  to  av o id  t h e  upward b i a s  which r e s u l t s  when 
th e  a r i t h m e t i c  mean i s  employed as a measure  o f  c e n t r a l  tendency  f o r  a
O
compound t ime s e r i e s .  Markowitz p ro v id e s  t h e  fo l l o w i n g  i l l u s t r a t i o n :
Suppose t h a t  t h e  r e t u r n  on a p o r t f o l i o  d u r in g  e i g h t  c o n s e c u t i v e  
y e a r s  was as shown below.
y e a r 1 2 3 4 5 6 7 8 a v e r ag e
r e t u r n .15 - . 0 5 .20 00 - . 0 5 + .05 00 .1 0 .05
One d o l l a r  i n v e s t e d  in  t h e  p o r t f o l i o  a t  the  b e g in n in g  o f  y e a r  1 grew to  
$1 .15  by t h e  end o f  th e  y e a r  ( 1 . 0 0  x 1 . 1 5 ) .  I f  t h i s  were r e i n v e s t e d  a t  
t h e  end o f  the  y e a r ,  by th e  end o f  th e  second y e a r  i t  would have d e c r e a s e d  
to  $ 1 .0 9  (1 .0 0  x 1 .15  x . 9 5 ) .  By th e  end o f  t h e  e i g h t h  y e a r  i t  would have 
grown t o  $1 .44 .
$ 1 .4 4  = ( 1 .0 0  x 1.15 x .95  x 1 .20  x 1 .00  x .95  x 1 .05  x 1 .00  x 1 .1 0 )  
Average  R e tu rn ,  $ . 0 5 ,  compounded a n n u a l l y  f o r  e i g h t  y e a r s  e q u a l s  $1 .48  
which i s  s l i g h t l y  g r e a t e r  than  t h e  v a lu e  o f  t h e  p o r t f o l i o  a t  the  end o f  
t h e  e i g h t h  y e a r .
$ 1 .48  = ( 1 . 0 5 ) 8
To f i n d  th e  a p p r o p r i a t e  " av e rag e"  r a t e  o f  r e t u r n  f o r  t h e  e i g h t - y e a r  p e r ­
i o d ,  t h e  e i g h t h  r o o t  o f  $1 .44  i s  ta k en  and th e n  one i s  d e d u c t e d . ^  How­
e v e r ,  s i n c e  i t  i s  cumbersome t o  e v a l u a t e  t h e  n th  r o o t  o f  any number,
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Shannon P. P r a t t ,  " R e l a t i o n s h i p  Between V a r i a b i l i t y  o f  P a s t  
R e tu rns  and L eve ls  o f  F u tu r e  R e tu rns  f o r  Common S t o c k s ,  1926-1960,"  
F r o n t i e r s  o f  In v e s tm en t  A n a l y s i s , ed.  E. Bruce F r e d r ik s o n  (2d e d . ;  S c r a n ­
to n :  I n t e r n a t i o n a l  Textbook Company, 1971) ,  pp .  340-41.
4
Markowitz, o jd . c i t . , p. 116.
e q u a t i o n  ( 5 .6 )  was used f o r  a c t u a l  computations** and seven  thousand  two 
hundred and t h i r t y  a c t u a l  r a t e s  o f  r e t u r n  were c a l c u l a t e d  (30 h o ld in g  
p e r io d s  x 241 com pan ies ) .
EXPECTED RATE OF RETURN
In C h ap te r  IV i t  was e s t a b l i s h e d  t h a t  p r i c e s  a d j u s t  u n t i l  t h e r e  
i s  a l i n e a r  r e l a t i o n s h i p  between th e  magnitude  o f  t h e  r e s p o n s i v e n e s s  o f  
an a s s e t ' s  r a t e  o f  r e t u r n  t o  t h e  l e v e l  o f  economic a c t i v i t y  and e x p ec te d  
r e t u r n . * ’ A more s u c c i n c t  s t a t e m e n t  i s  g iv e n  by r e s t a t i n g  e q u a t i o n  ( 4 . 7 )  
o f  Chap te r  IV:
E ( R i )  = Rp +  [ E ( R m) -  RF ]  Bi  ( 5 . 7 )
where :
E(R1- ) = expec ted  r e t u r n  on s e c u r i t y  i 
Rp = r a t e  o f  r e t u r n  on a r i s k l e s s  a s s e t  
B.j = s y s t e m a t i c  r i s k
E(Rm) = expec ted  r e t u r n  on t h e  m arke t  p o r t f o l i o ,  which was
used  to  c a l c u l a t e  t h e  ex p ec ted  r e t u r n  from each s e ­
c u r i t y  f o r  each a l t e r n a t i v e  h o ld in g  p e r i o d .
The r i s k  f r e e  r a t e  used i n  t h e  c a l c u l a t i o n  o f  e x p e c te d  r e t u r n
was th e  av e rag e  marke t  y i e l d  o f  U. S.  Government S e c u r i t i e s ,  t h r e e  month
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J ac k  C. F ran c is  and Stephen H. A r c h e r ,  P o r t f o l i o  A n a ly s i s  
(Englewood C l i f f s :  P r e n t i c e - H a l l , I n c . ,  1971) ,  p .  12.
*\]ames F. S ha rpe ,  "C a p i t a l  A s s e t  P r i c e s :  A Theory o f  Market
E q u i l i b r iu m  under  C o n d i t io n s  o f  R i sk , "  The J o u r n a l  o f  F i n a n c e , Vol. XIX, 
No. 3 (Sep tember ,  1964) ,  p .  442.
b i l l s .  This  i n f o r m a t i o n  was o b t a i n e d  from t h e  Fede ra l  Reserve B u l l e t i n  
and i s  d i s c l o s e d  in  Appendix B.
The r e t u r n  on t h e  marke t  p o r t f o l i o  used in  t h e  c a l c u l a t i o n  o f  
expec ted  r e t u r n  f o r  each  y e a r  was th e  S ta n d a rd  and P o o r ' s  Composite S tock  
P r i c e  Index as  o f  t h e  end o f  th e  4 th  q u a r t e r .  This  i n f o r m a t i o n  was ob­
t a i n e d  from " S tan d a rd  and P o o r ' s  Trade  and S e c u r i t i e s ,  S t a t i s t i c s , S e c u r ­
i t y  P r i c e  Index Record" and i s  d i s c l o s e d  in  Appendix C. The m arke t  r e l a ­
t i v e  (MR) was computed f o r  each o f  t h e  t e n  y e a r s  1961-1970 u s in g  th e  
e q u a t i o n :
In  = n a t u r a l  l o g a r i t h m  
CSPI = com pos i te  s t o c k  p r i c e  index  
CD/S = com pos i te  d iv id e n d s  p e r  s h a r e
These m arke t  r e l a t i v e s  were then  used t o  o b t a i n  t h e  g e o m e t r i c  mean r a t e  
o f  r e t u r n  from the  m arke t  p o r t f o l i o  f o r  t h e  t h i r t y  a l t e r n a t e  h o ld in g  p e r ­
io ds  under  e x a m i n a t io n .  The f o r m u l a t i o n  o f  t h e  e q u a t i o n  used was:
This  p rov ided  th e  m a rk e t  r e t u r n s  f o r  each p e r i o d ,  and when used  i n  con­
j u n c t i o n  w i th  th e  r i s k  f r e e  r a t e  f o r  each  p e r i o d ,  t h e  c a p i t a l  m arke t  l i n e  
was e s t a b l i s h e d  f o r  e ach  o f  th e  t h i r t y  a l t e r n a t e  h o ld in g  p e r i o d s .
MRt  = In ( 5 . 8 )
where:
where:
( 5 . 9 )
exp = t h e  a n t i  log o f  t h e  e x p r e s s i o n  e n c lo s e d  i n  b r a c k e t s  
n = number o f  p e r io d s  
MRj. = th e  m arke t  r e l a t i v e  i n  p e r io d  t
The b e t a  c o e f f i c i e n t s  f o r  i n d i v i d u a l  s e c u r i t i e s  were s u p p l i e d  
by t h e  Computer Research  and A p p l i c a t i o n s  Department o f  M e r r i l l ,  Lynch, 
P i e r c e ,  Fenner and Sm ith ,  I n c .  The b e t a s  a r e  based  on s t r a i g h t  l i n e a r  
r e g r e s s i o n s  w i th  monthly  d i f f e r e n c i n g  i n t e r v a l s  c o v e r in g  a f i v e - y e a r  
p e r i o d  ending December 31 ,  1971. The m a rk e t  index  used i s  t h e  S ta n d a rd  
and P o o r ' s  500 Index .  The b e ta s  f o r  a l l  two hundred and f o r t y - o n e  s to c k s  
a r e  d i s c l o s e d  i n  Appendix A.
A l t o g e t h e r  seven thousand  two hundred and t h i r t y  e x p ec te d  r a t e s  
o f  r e t u r n  were computed (241 companies x 30 h o ld in g  p e r i o d s )  and were com­
p a re d  w i th  th e  seven  thousand  two hundred and t h i r t y  a c t u a l  r a t e s  o f  r e ­
t u r n ,  r e s p e c t i v e l y .  The d i f f e r e n c e ,  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n ,  i s  
t h e  v a r i a b l e  to  be p r e d i c t e d .
THE MEASURE OF ASSOCIATION
Cross s e c t i o n a l  r e g r e s s i o n  and c o r r e l a t i o n  a n a l y s i s  was used t o  
measure  t h e  a s s o c i a t i o n  between v a r i a b l e s .  A s s o c i a t i o n  was measured by 
t h e  c o e f f i c i e n t  o f  d e t e r m i n a t i o n  from r e g r e s s i o n  e q u a t i o n s  u s in g  t h e  n a t ­
u r a l  log  t r a n s f o r m a t i o n  o f  t h e  raw d a t a .  S ince  many o f  t h e  v a r i a b l e s  
were  n e g a t i v e ,  a c o n s t a n t  was added t o  a l l  th e  v a l u e s  o f  th e  v a r i a b l e s .
The c o e f f i c i e n t  o f  d e t e r m i n a t i o n  was a l s o  computed u s in g  th e  raw d a t a ,  
b u t  lower r ^ ' s  r e s u l t e d  th a n  when log  t r a n s f o r m a t i o n s  were u sed .  This  
would seem t o  i n d i c a t e  t h a t  t h e  d i s t r i b u t i o n s  o f  t h e  raw d a ta  d i d  no t
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meet  t h e  c r i t e r i a  o f  th e  b i v a r i a t e  l i n e a r  c o r r e l a t i o n  p o p u l a t i o n  model.
7George J .  S t a u b u s ,  "The A s s o c i a t i o n  o f  F i n a n c i a l  Accounting  
V a r i a b l e s  w i th  Common S tock  P r i c e s , "  The Account ing  Review, XL ( J a n u a r y ,
1965) ,  125-6.  S taubus  found t h a t  p o i n t s  r e p r e s e n t i n g  th e  e a r n in g s  and 
d i s c o u n t e d  s t o c k  v a lu e s  t end  to  f a l l  be tween two l i n e s  o f  d i f f e r e n t  
s l o p e s  i n t e r s e c t i n g  a t  t h e  o r i g i n  o f  t h e  s c a t t e r g r a p h ,  i n d i c a t i n g  a gourd
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The log  t r a n s f o r m a t i o n s  o f  t h e  raw d a t a  meet  th e  l i n e a r  and h o m o s ce d a s t i -  
c i t y  r e q u i r e m e n t s  o f  t h e  b i v a r i a t e  l i n e a r  c o r r e l a t i o n  model.  The use  o f  
lo g s  a l s o  r e d u c es  t h e  c r o s s - s e c t i o n  c o e f f i c i e n t  o f  v a r i a t i o n s  because  i t  
minimizes  th e  sum o f  t h e  sq u a r e s  o f  t h e  p e rc e n ta g e  d e v i a t i o n s  r a t h e r  th a n  
t h e  sum o f  th e  s q u a r e s  o f  t h e  a b s o l u t e  d e v i a t i o n s  from th e  r e g r e s s i o n  
l i n e . 8
All computer programs to  p r e p a r e  th e  d a t a  f o r  r e g r e s s i o n  a n a l y s i s  
a r e  w r i t t e n  i n  BASIC. The r e g r e s s i o n  program i t s e l f ,  "Old T u c k re g " ,  s t o r e d  
i n  t h e  p u b l i c  l i b r a r y  o f  the  Dartmouth C o l le g e  t i m e - s h a r i n g  computer was 
used  t o  pe r fo rm  t h e  r e g r e s s i o n  a n a l y s i s .
F - t e s t s  were performed to  d e te rm in e  th e  s t a t i s t i c a l  s i g n i f i c a n c e  
o f  t h e  r e g r e s s i o n s .  In  s im p le  l i n e a r  r e g r e s s i o n  t h e  F - t e s t  i s  the  same as 
t h e  T - t e s t . 9  An example  o f  a p o r t i o n  o f  t h e  o u tp u t  from "Old Tuckreg" t h a t  
t h i s  s tu d y  u t i l i z e d  i s  shown in  Appendix D.
shaped h e t e r o s c e d a s t i c  c o n d i t i o n .  However,  when he used n a t u r a l  lo gs  
he found t h a t  t h e  two b o r d e r  l i n e s  o f  t h e  s c a t t e r  became p a r a l l e l .
S ince  t h i s  s tu d y  i s  i n v e s t i g a t i n g  th e  r e l a t i o n s h i p  between t h e  same k inds  
o f  d a t a  t h a t  S taubus  i n v e s t i g a t e d ,  t h e  same approach was u sed .
H e t e r e s c e d a s t i c i t y  im p l i e s  t h a t  t h e  deg ree  o f  c o r r e l a t i o n  i s  
n o t  un i fo rm  t h r o u g h o u t  the  e n t i r e  s e r i e s ;  hence i t s  p re s e n c e  reduced  
t h e  f e a s i b i l i t y  o f  a s i n g l e  o v e r a l l  measure  o f  c o r r e l a t i o n .  A s c a t t e r  
band whose w id th  i s  un i fo rm  i s  r e f e r r e d  t o  as h o m o s ce d a s t i c .  A homo- 
s c e d a s t i c  c o n d i t i o n  must be approx im ated  i f  t h e  b i v a r i a t e  l i n e a r  
c o r r e l a t i o n  model i s  t o  be used t o  measure  a s s o c i a t i o n .  See John H. 
M u e l l e r  and Karl  F. S c h u e s s l e r ,  S t a t i s t i c a l  Reasoning in  S o c io lo g y  
(B os ton :  Houghton M i f f l i n  C o . ,  1 9 6 1 ) ,  p.  287.
8 S t a u b u s ,  0£ .  c i t . ,  p .  126.
8 N. R. D raper  and H. S m i th ,  Appl ied  R eg re s s io n  A n a ly s i s  
(New York: John Wiley and Sons ,  I n c . ,  1 9 6 8 ) ,  pp.  25-6^
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CALCULATIONS
The f i r s t  s e t  o f  t e s t s  were  d e s ig n e d  t o  measure th e  f u t u r e  p r e ­
d i c t i v e  a b i l i t y  o f  t h e  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e s .  All ten  
b a s e  y e a r s , 1960 th rough  1969 were s e l e c t e d  f o r  o b s e r v a t i o n s  on t h e  i n d e ­
p en d en t  v a r i a b l e s .  At t h e  end o f  each b a se  y e a r  an i n v e s t o r  p u rc h a se s  one 
s h a r e  o f  common s t o c k  ( t h e  d e c i s i o n  d a t a )  and ho lds  i t  f o r  e i t h e r  o n e ,  
t h r e e ,  f i v e ,  s e v e n ,  o r  n in e  y e a r s ,  and th e n  s e l l s  i t  a t  t h e  m arke t  p r i c e .  
During t h i s  p e r i o d  any d iv id e n d s  p a id  o u t  a r e  assumed t o  be r e i n v e s t e d .
As s t a t e d  e a r l i e r ,  a c t u a l  r a t e  o f  r e t u r n ,  a d j u s t e d  f o r  c a p i t a l  c h a n g e s ,  i f  
a n y ,  was computed from th e  p u rc h a se  p r i c e ,  s a l e s  p r i c e  and d i v i d e n d s .  For 
a l l  h o ld in g  p e r i o d s  g r e a t e r  th a n  one y e a r  t h e  geom et r ic  mean r a t e  o f  r e ­
t u r n  was used .  This  r e t u r n  was then  compared w i th  ex p ec ted  r e t u r n ,  given 
t h e  m a r k e t ,  i n  o r d e r  t o  a r r i v e  a t  t h e  depen d en t  v a r i a b l e  ( aR^t ) ,  t h e  r i s k -  
a d j u s t e d  r a t e  o f  r e t u r n .
The c o e f f i c i e n t s  o f  c o r r e l a t i o n  ( r )  between t h e  n a t u r a l  l o g a r ­
i thm s  o f  each o f  t h e s e  r i s k - a d j u s t e d  r a t e s  o f  r e t u r n  (aRi -t )  and t h e  n a t ­
u r a l  lo g a r i th m s  o f  t h e  a c c o u n t in g  v a r i a b l e s  aE A ^ ,  aCR^-^j , and
a (ER-aI ) ( U ) , d e f in e d  e a r l i e r ,  f o r  t h e  b a se  y e a r  were th e n  computed.  For 
exam ple ,  c o n s i d e r  base  y e a r  1960. The d e c i s i o n  d a t e  i s  1 / 1 / 6 1 .  aEÂ  ,
AERi , aCR̂  , and a ( ER-a I ) -j as o f  1 2 /31 /60  f o r  each  company in  th e  sample  i s  
c o r r e l a t e d  w i th  aR̂  f o r  f i v e  a l t e r n a t e  h o l d i n g  p e r i o d s  b e g in n in g  w i th
1 / 1 / 6 1 ;  aR6 i ,  aR51 _ 5 3 , aR6 i _ 6 5 , aR6 1 _6 7 , aR6 i_69- T h u s ’ 20 r 2 ' s a re  com" 
p u te d .  The t a b u l a t i o n  f o r  each o f  t h e  o t h e r  b a se  y e a r s  i s  s i m i l a r  t o  th e  
above e x c e p t  f o r  th e  number o f  h o l d i n g  p e r i o d s .  The d a t a  i s  summarized 
by d e c i s i o n  d a t e s  and l e n g t h  o f  h o l d i n g  p e r i o d .  A l t o g e t h e r  one hundred
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and tw en ty  s e p a r a t e  r e g r e s s i o n s  were r u n ,  f o u r  a c c o u n t in g  v a r i a b l e s  f o r  
each  o f  t h i r t y  a l t e r n a t e  h o l d i n g  p e r i o d s . ^
In t h e  second s e t  o f  t e s t s ,  n ine  d i f f e r e n t  b a se  y e a r s , 1961 
th rough  1969, were  s e l e c t e d  f o r  o b s e r v a t i o n s  on th e  i n d e p e n d e n t  v a r i a b l e s .  
The p u rpose  o f  t h e  t e s t s  was t o  de te rm in e  t h e  degree  o f  contemporaneous 
a s s o c i a t i o n  between t h e  a c c o u n t in g  flow v a r i a b l e s  and th e  r i s k - a d j u s t e d  
r a t e  o f  r e t u r n .  The depen d en t  v a r i a b l e  f o r  y e a r  t  was r e g r e s s e d  on th e  
in d e p e n d e n t  v a r i a b l e  f o r  t h e  same y e a r  t ,  f o r  th e  y e a r s  1961 th rough  1969. 
The r i s k - a d j u s t e d  r a t e  o f  r e t u r n  in  e v e r y  r e g r e s s i o n  was based  on a h o ld in g  
p e r i o d  o f  one y e a r  d u r a t i o n .  For exam ple ,  ARg-j was r e g r e s s e d  s e p a r a t e l y  
on each o f  t h e  f o u r  a c c o u n t i n g  v a r i a b l e s  f o r  1961; AR52  was r e g r e s s e d  
s e p a r a t e l y  on each o f  t h e  f o u r  a c c o u n t in g  v a r i a b l e s  f o r  1962, and so on 
up th rough  1969. A l t o g e t h e r  t h e r e  were  t h i r t y - s i x  s e p a r a t e  r e g r e s s i o n s  
(9 y e a r s  x 4 a c c o u n t in g  v a r i a b l e s . )
The c r i t e r i o n  f o r  u s e f u l n e s s  i s  h i g h e r  c o r r e l a t i o n  between t h e  
o p e r a t i o n a l  measure o f  r a t e  o f  r e t u r n  ( aRi ) and a flow m easu re ,  as the  
flow measure  i s  v a r i e d  so t h a t  i t  i s  a l t e r n a t i v e l y  i n d e p e n d e n t  o f  i n v e n t o r y  
a c c o u n t i n g ,  d e p r e c i a t i o n  a c c o u n t in g  and t h e  i n c l u s i o n  o f  n o n r e c u r r i n g  i t e m s .  
The f i r s t  s e t  o f  t e s t s  examine th e  p o s s i b i l i t y  o f  t h e  e x i s t e n c e  o f  a 
lagged  r e l a t i o n s h i p .  As s t a t e d  e a r l i e r ,  such  a r e l a t i o n s h i p  would be 
i d e a l  e v id e n c e  o f  th e  f u t u r e  p r e d i c t i v e  a b i l i t y  o f  annual  a c c o u n t i n g  flow 
d a t a  and would a l s o  r a i s e  s e r i o u s  doubts  as t o  the  e f f i c i e n c y  o f  t h e  
s e c u r i t y  m a r k e t s .  The second s e t  o f  t e s t s  concern  th e m se lv e s  w i th  th e
^  A c t u a l l y  a n o t h e r  t h r e e  hundred and s i x t y  r e g r e s s i o n s  were r u n ;  
one hundred  and tw enty  u s ing  t h e  raw d a t a ,  a n o t h e r  one hundred and tw enty  
u s in g  raw d a t a  w i th  a m o d i f i e d  b e t a ,  and a n o t h e r  one hundred and twenty  
u s in g  lo g s  w i t h  a m o d i f ied  b e t a .  The r e s u l t s  a re  n o t  r e p o r t e d  h e r e i n  b e ­
cause  t h e  r 2 ' s  were so  poor  as t o  r e n d e r  t h e  c o r r e l a t i o n  m e a n i n g le s s .
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d e g re e  o f  c o n c u r r e n t  a s s o c i a t i o n  between t h e  v a r i a b l e s .  These t e s t s  
p ro v id e  e v id e n c e  o f  t h e  a b i l i t y  o f  a c c o u n t in g  d a t a  t o  s u b s t a n t i a t e  
e q u i l i b r i u m  m arke t  p r i c e s .
SAMPLE DESIGN
The s t u d y  i s  based  upon an a n a l y s i s  o f  241 f i rm s  whose f i n a n c i a l  
s t a t e m e n t  d a t a  a re  a v a i l a b l e  on th e  Compustat  I n d u s t r i a l  Tape f o r  th e  
y e a r s  1958 th ro u g h  1970, and whose f i s c a l  y e a r  ends  Decent>er 31 J l  The 
r e a so n s  f o r  s e l e c t i n g  th e se  y e a r s  a re  m a n i fo ld .  F i r s t ,  t h e y  c o n t a i n  both  
b u l l  and b e a r  m a r k e t s ,  th e  b u l l  m arke t  e x te n d i n g  from 1961 th rough  the  
b e g in n in g  o f  1969. Second,  t h e y  c o n t a i n  a p e r i o d  of  e x - e s s  i n v e n t o r y  a c ­
c u m u la t io n ,  1965 and 1966, T h i r d ,  th e  whole p e r i o d  i s  marked by i n c r e a s e d  
c a p i t a l  e x p e n d i t u r e s ,  p a r t i c u l a r l y  1965 and 1 9 6 6 These economic f a c ­
t o r s  a r e  an i m p o r t a n t  c o n s i d e r a t i o n  in  the  a n a l y s i s  b ecause  they  c l e a r l y  
w i l l  a f f e c t  th e  r e l i a b i l i t y  o f  c e r t a i n  flows as p r e d i c t o r s .
The a d v an tag e  o f  u s in g  th e  S ta n d a rd  and P o o r ' s  Compustat  Tape 
i s  t h e  m in im i z a t io n  o f  the  d a t a  c o l l e c t i o n  t a s k .  The t a p e  p ro v id e s  a l i s t  
o f  s e v e n ty - tw o  f i n a n c i a l  f a c t s  f o r  a very  l a r g e  number o f  companies from 
1950 th rough  a t  l e a s t  1970 and i s  c o n s t a n t l y  b e in g  upda ted .  Data f o r  the  
t a p e  i s  t a k en  from c o r p o r a t e  f i n a n c i a l  r e p o r t s ,  m a t e r i a l  from t h e  S e c u r i ­
t i e s  and Exchange Commission,  th e  Bank & Q u o ta t io n  R ecords ,  t h e  S&P Stock
^  The Compustat  Tape i s  a v a i l a b l e  a t  t h e  Amos Tuck School a t  
Dartmouth C o l l e g e .  A t i m e - s h a r i n g  a r ran g em en t  between Boston C o l l e g e  
School o f  Management and the  Amos Tuck School p ro v id e s  Boston C o l le g e  
p e r s o n n e l  a cc e ss  t o  t h e  Dartmouth C o l leg e  compute r f a c i l i t i e s .
17 U. S.  Department o f  Commerce, Bureau o f  th e  Census ,  Bus iness  
C ond i t ions  D i g e s t ,  S e r i e s  ESI No. 71-5 (W ashing ton ,  D .C .:  May, 1971).
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Guide and o t h e r  s o u r c e s .  Often  t h e r e  a re  d i f f e r e n c e s  be tween t h e  d a t a  
s o u r c e s  and t h e  d a t a  on t h e  t a p e .  Th is  i s  due t o  th e  f a c t  t h a t  Compustat  
seeks  t o  a ch ie v e  as much c o m p a r a b i l i t y  among companies as p o s s i b l e  and 
makes f r e q u e n t  a d ju s tm e n t s  to  t h e  d a t a .
The l i s t  o f  f a c t s  t h a t  were u t i l i z e d  i n  t h i s  s tu d y  i s  sh o  n i n  
Appendix E. S tock  p r i c e s  a r e  r e p o r t e d  on a c a l e n d a r - y e a r  b a s i s ,  and a re  
a d j u s t e d  f o r  a l l  s t o c k  s p l i t s  and s to c k  d iv id e n d s  t h a t  o c c u r r e d  in  t h e  
c a l e n d a r  y e a r .  Div idends p e r  s h a r e  a re  a d j u s t e d  i n  t h e  same way. Stock 
s p l i  t s  a r e  i n c l u d e d  in  t h e  a d ju s t m e n t  t o  t h e  s u b s e q u e n t  y e a r ' s  p r i c e  quo­
t a t i o n s ,  and s t o c k  d iv id e n d s  a re  a l s o  i n c l u d e d  in  t h e  a d ju s t m e n t  when the  
s to c k  d i v i d e n d  i s  g r e a t e r  than  t e n  p e r  c e n t .  The number o f  common s h a r e s  
o u t s t a n d i n g  r e p r e s e n t s  t h e  n e t  number o f  common s h a r e s  o u t s t a n d i n g  a t  y e a r -  
e n d ,  e x c l u d i n g  t r e a s u r y  s h a r e s  and s c r i p .  The o t h e r  d a t a  i t e m s  a r e  s e l f  
e x p l a n a t o r y .
THE APPROPRIATENESS OF THE 
MODELS UTILIZED
An e x p l a n a t i o n  o f  the  r e s u l t s  h in g e s  l a r g e l y  on t h e  a ssum pt ions  
abou t  marke t  e f f i c i e n c y .  The t e s t s  i n v o l v i n g  a o n e - y e a r  t ime  l a g  e x ­
p l i c i t l y  assume i n e f f i c i e n c i e s  i n  t h e  c a p i t a l  markets  and t h e  p o s s i b i l i t y  
o f  e a r n i n g  abnormal r e t u r n s  with p u b l i c l y  a v a i l a b l e  i n f o r m a t i o n .  However, 
t h e  e v id e n c e  seems t o  i n d i c a t e  t h a t  th e  s p ee d  w i th  which the  m a rk e t  r e a c t s  
t o  p u b l i c  i n f o r m a t i o n  u t t e r l y  n e g a t e s  th e  p o s s i b i l i t y  o f  e a r n i n g  abnormal 
r e t u r n s . ^  S in c e  market e f f i c i e n c y  has a l r e a d y  been d i s c u s s e d  i n  C h a p t e r  I ,
13 Another  p o s s i b i l i t y  f o r  c o n s i d e r a t i o n  i s  t h a t  c e r t a i n  lags  
e x i s t  i n  t h e  a s s i m i l a t i o n  o f  complex f i n a n c i a l  v a r i a b l e s  g e n e r a t e d  from 
b a s i c  r e p o r t e d  i n f o r m a t i o n .  For exam ple ,  i f  computers  can work w i th  p a s t ,  
p u b l i c l y  a v a i l a b l e  d a t a  t o  d e r i v e  v a r i a b l e s  t h a t  have p r e d i c t i v e  a b i l i t y  
i n  f o r e c a s t i n g  t h e  coming q u a r t e r ' s  e a r n i n g s  p e r  s h a r e  a c c u r a t e l y ,  then
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f u r t h e r  c o n s i d e r a t i o n  o f  the  q u e s t i o n  would be t a u t o l o g i c a l .  R a t h e r ,  
a t t e n t i o n  i s  d i r e c t e d  f i r s t  toward  t h e  a p p r o p r i a t e n e s s  o f  employing the  
d ia g o n a l  model i n  c o n j u n c t i o n  w i th  t h e  c a p i t a l  a s s e t  p r i c i n g  model t o  
d e te r m in e  th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n ;  s e c o n d l y ,  a t  c o r r e l a t i o n  as 
a measure  o f  a s s o c i a t i o n .  Each o f  t h e s e  w i l l  be d i s c u s s e d  in  t u r n .
The use o f  t h e  d iag o n a l  model t o  d e te rm in e  t h e  r e s p o n s iv e n e s s  
o f  an i n d i v i d u a l  s e c u r i t y ' s  r e t u r n  t o  th e  av e rag e  r e t u r n  o f  a l l  o t h e r  
s e c u r i t i e s  in  t h e  m arke t  i s  more a p p e a l i n g  than  o t h e r  models which i g ­
nore  t h e  m arke t  component o f  r e t u r n .  C o n ce p tu a l ly  a t  l e a s t ,  the  b e t a  
c o e f f i c i e n t  and t h e  c a p i t a l  a s s e t  p r i c i n g  model t aken  t o g e t h e r  a p p e a r  
t o  be i d e a l l y  s u i t e d  t o  h i g h l i g h t  t h e  p o r t i o n  o f  r e t u r n  which stems 
from e v e n t s  which a r e  uni cue t o  t h e  i n d i v i d u a l  companies by th e  e l i m i n a ­
t i o n  o f  g enera l  m arke t  movements.
The d ia g o n a l  model has  been q u e s t i o n e d  f i r s t  b e c a m e  i n d u s t r y  
e f f e c t s  have n o t  been i s o l a t e d ;  and s e c o n d l y ,  b ecau se  t h e  market index  
o f  r e t u r n s  i s  c o r r e l a t e d  w i th  the  r e s i d u a l  s i n c e  t h e  m a rk e t  index  con­
t a i n s  t h e  r e t u r n  o f  t h e  f i rm  whose e a r n i n g s  r e p r e s e n t  t h e  dependent  v a r i ­
a b l e .  N e i t h e r  q u e s t i o n  s e r i o u s l y  c h a l l e n g e s  t h e  model.  N o n - i s o l a t i o n  
o f  r e t u r n s  r e l a t i n g  to  t h e  i n d u s t r y  f a c t o r  i s  n o t  a m a jo r  d e t r i m e n t  to  
t h e  model because  King has shown t h a t  i n d u s t r y - w i d e  e v e n t s  accoun t  f o r  
a p p ro x im a te ly  on ly  10 p e r  c e n t  o f  t h e  v a r i a b i l i t y  i n  a p a r t i c u l a r  s e c u r i t y ' s  
r e t u r n . ^  The second  q u e s t i o n  too  can be c o n s id e r e d  t r i v i a l  b ecause  th e
p r o f i t s  can be made because  p e r s o n s  w i t h o u t  acce ss  to  computers have  been 
unable  t o  draw p r e d i c t i v e  c o n c l u s i o n s  from p u b l i c l y  a v a i l a b l e  i n f o r m a t i o n .  
Th is  i s  t an tam oun t  to  c r e a t i n g  p r i v a t e  i n f o r m a t i o n .  S ee .  H.A. La tane  and 
D. L. T u t t l e ,  0£.  ci t . , pp. 507-8 .
Benjamin F. King,  "Market and I n d u s t r y  F a c to r s  in  S tock  P r i c e  Be­
h a v i o r , "  Supplement t o  th e  J o u r n a l  o f  B u s i n e s s ,  Vol. XXXIX ( J a n u a r y ,  1966) ,  
pp.  139-190.
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In d ex  o f  m arke t  r e t u r n s  i s  made up o f  a l i s t  o f  a very  l a r g e  number o f  
s t o c k s ,  t h e  S ta n d a rd  and P o o r ' s  500 Stock  I n d e x ,  th u s  m in im iz ing  t h e  im­
p a c t  o f  t h e  i n c l u s i o n  o f  a p a r t i c u l a r  f i r m  w i t h i n  t h e  i n d e x ,  t h e  b e t a  
c o e f f i c i e n t s  used in  t h i s  s tu d y  were computed u s i n g  on ly  f i v e  y e a r s  o f  
month ly  d a t a .  This  t im e  p e r i o d  may be o f  i n s u f f i c i e n t  l e n g t h  b e c a u s e  n o t  
a l l  o f  t h e  a c t u a l  b e ta  c o e f f i c i e n t s  were s i g n i f i c a n t  a t  t h e  < .001 l e v e l  
a l th o u g h  th e  p reponde rance  were and t h o s e  t h a t  were  n o t  were r e a s o n a b l y  
c l o s e .  I t  was a l s o  f u r t h e r  assumed t h a t  the  b e t a s  a re  s t a t i o n a r y  ov e r  
t im e .  Th is  assumption  i s  n e c e s s a r y  s i n c e  the  b e t a s  were computed over  
t h e  1967-1971 p e r io d  and u t i l i z e d  in  t h e  c a p i t a l  a s s e t  p r i c i n g  model from 
1961-1970. The assum ption  o f  s t a t i o n a r i t y  can be s u p p o r t e d .  Blume,
J e n s e n ,  B eave r ,  K e t t l e r  and S c h o le s  have  p ro v id e d  e v id e n c e  t h a t  t h i s  i s  
t r u e ,  b u t  th e  i s s u e  has  no t  been r e s o l v e d . ^  The assum pt ion  o f  e q u i l i b r i u m  
u n d e r ly in g  th e  marke t models i s  n o t  u n r e a l i s t i c  i n  view o f  th e  e f f i c i e n c y  
w i t h  which the  marke ts  f u n c t i o n .  A d m i t te d ly ,  t h e r e  are  b a r r i e r s  t o  the  
a d ju s tm e n t  p r o c e s s ,  b a r r i e r s  which are  a t t r i b u t e d  t o  c a p i t a l  r a t i o n i n g ,  
d i f f e r e n t i a l  t a x  t r e a t m e n t s ,  t r a n s a c t i o n  c o s t s ,  e t c . ,  b u t  they  a re  minor 
and thus  any d i s e q u i l i b r i u m  i s  mi nor .  ̂
E m p ir ica l  r e s e a r c h  done by B eave r ,  K e t t l e r ,  and S c h o l e s ,  which
15 M arsha l l  Blume, "The Assessment o f  P o r t f o l i o  P e r fo rm an ce—An 
A p p l i c a t i o n  t o  P o r t f o l i o  T h e o ry ,"  (u n p u b l i sh ed  Ph.D. d i s s e r t a t i o n ,  Uni­
v e r s i t y  o f  Ch icago ,  1968) .  Michael C. J e n s e n ,  " R i s k ,  The P r i c i n g  o f  
C a p i t a l  A s s e t s ,  and th e  E v a l u a t i o n  of In v e s tm en t  P o r t f o l i o s , "  J o u r n a l  o f  
B u s i n e s s , Vol.  XLII ,  No. 2 ( A p r i l ,  1968 ) ,  pp.  167 -185 ,  192-202, 241-247.  
W il l iam  H. B ea v e r ,  P. K e t t l e r ,  and M. S c h o l e s ,  "The A s s o c i a t i o n  between 
Market Determined  and Account ing  Determined Risk M e a su re s , "  The Accounting 
Review, Vol .  XLV, No. 4 ( O c t o b e r ,  1970) ,  pp.  654-682 .
^  Marc N e r lo v e ,  " F a c t o r s  A f f e c t i n g  D i f f e r e n c e s  Among Rates  o f  
Return  on Inves tm en ts  i n  I n d i v i d u a l  Common S t o c k s , "  The Review o f  Economics 
and S t a t i s t i c s , Vol. L,  No. 3 (A u g u s t ,  1968 ) ,  pp .  312-313.
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u t i l i z e s  th e  d ia g o n a l  m o d e l ,  has produced r e s u l t s  which a r e v i e w e d  as h i g h l v  
s a t i s f a c t o r y ,  and which l e a d  t o  t h e  c o n c lu s io n  t h a t  t h e s e  models a r e  ap ­
p r o p r i a t e  f o r  t h i s  s t u d y .1 7  Fama, F i s h e r ,  J e n s e n ,  and Roll  have conc luded  
t h a t  r e g r e s s i o n s  o f  i n d i v i d u a l  s e c u r i t y  r e t u r n s  on marke t  r e t u r n s  o v e r  
t i m e ,  s a t i s f a c t o r i l y  a b s t r a c t  from th e  e f f e c t s  which g e n e r a l  m arke t  c o n d i ­
t i o n s  have upon monthly r a t e s  o f  r e t u r n ,  and f u r t h e r m o r e ,  th ro u g h  th e  use  
o f  t h e  n a t u r a l  l o g a r i t h m i c  t r a n s fo rm s  o f  p r i c e  r e l a t i v e s ,  th e y  found t h a t  
s c a t t e r  d iagrams on th e  d ia g o n a l  model meet th e  b i v a r i a t e  l i n e a r  r e g r e s s i o n  
re q u i r e m e n t s  o f  l i n e a r i t y ,  h o m o s c e d a s t i c i t y , and s e r i a l  i n d e p e n d e n c e .18 
The o r d i n a r y  l e a s t  s q u a r e s  r e g r e s s i o n  model i s  g e n e r a l l y  con­
s i d e r e d  a u s e f u l  t e c h n i q u e  t o  d i s c o v e r  g e n e ra l  r e l a t i o n s h i p s  be tween o b ­
s e r v e d  v a r i a b l e s .  A s i g n i f i c a n t  l a c k  o f  f i t  may be because  t h e  s im p le  
l i n e a r  model used h e re  i s  n o t  a p p r o p r i a t e .  S e c o n d ly ,  t h e r e  a r e  many o t h e r  
y a r i a b l e s  t h a t  i n f l u e n c e  t h e  o p e r a t i o n a l  r a t e  o f  r e t u r n  t h a t  a r e  n o t  i n ­
c lu d ed  among t h e  in d e p e n d e n t  v a r i a b l e s ,  such as d iv id e n d  p a y o u t ,  growth 
o f  e a r n i n g s ,  f i n a n c i a l  r a t i o s ,  e a r n i n g s  r e t e n t i o n ,  e t c .  The o m iss io n  o f  
t h e s e  v a r i a b l e s  may i n t r o d u c e  a s t a t i s t i c a l  b i a s  t h a t  i s  no t  t r i v i a l ,  b u t  
t h i s  i s  u n l i k e l y ,  based  on t h e  t h e o r i z i n g  s e t  f o r t h  e a r l i e r .
^  B ea v e r ,  K e t t l e r ,  and S c h o l e s ,  op_. c i t . , pp .  654-682 .
^  E. F. Fama, L. F i s h e r ,  M. J e n s e n ,  and R. R o l l ,  "The A djus tm ent  
o f  Stock P r i c e s  t o  New I n f o r m a t i o n , "  I n t e r n a t i o n a l  Economic Review , Vol.  X 
( F e b r u a r y ,  1 9 6 9 ) ,  pp.  1 -21 .
CHAPTER VI
RESULTS AND CONCLUSIONS 
RECAPITULATION
The purpose  o f  t h i s  p a p e r  i s  t o  i n v e s t i g a t e  and e v a l u a t e  t h e  
a b i l i t y  o f  s e l e c t e d  a c c o u n t in g  d a t a  to  p ro v id e  i n f o r m a t io n  which i s  u se ­
fu l  in  th e  i n v e s t o r ' s  d e c i s io n -m a k in g  p r o c e s s .  S p e c i f i c a l l y  t h e  th e o r y  
(C h a p te r  I I I )  s u g g e s te d  t h a t  t h e  p r i n c i p l e s  o f  income d e t e r m i n a t i o n  r e ­
l a t i n g  t o :
1.  The I n c l u s i o n  o f  N o n r e c u r r in g  Items
2. D e p r e c i a t i o n  Accounting
3. I n v e n to r y - C o s t  o f  S a le s  Accounting
d e t r a c t  from th e  u s e f u l n e s s  o f  t h e  r e s u l t i n g  n e t  income f low  v a r i a b l e .  
The r e s u l t s  o f  t h e o r i z i n g  i n d i c a t e  t h a t  t h e  p r e s e n t  income model cou ld
be improved upon by e l i m i n a t i n g  n o n r e c u r r i n g  i t e m s ,  by s u b s t i t u t i n g
purchases  f o r  c o s t  o f  goods s o ld  and by e x c lu d in g  t h e  e f f e c t s  o f  d e ­
p r e c i a t i o n .  This l e d  t o  th e  f o r m u l a t i o n  o f  the  f o l l o w i n g  h y p o th e s e s .
H-|: Net Income A v a i l a b l e  to  Common S to c k h o ld e r s
(EA) i s  more u s e f u l  to  i n v e s t o r s  in  common 
s t o c k  th a n  Net R ec u r r in g  Income (ER) f o r
p r e d i c t i n g  the  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
Ho: Net Income A v a i l a b l e  to  Common S to c k h o ld e r s
(EA) o r  Net R ecu r r in g  Income (ER) i s  more 
u s e f u l  t o  i n v e s t o r s  in  common s to ck  th a n  
C u r r e n t  R ecu r r ing  Flow (CR) f o r  p r e d i c t i n g  
th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .
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H3 : Net Income A v a i l a b l e  t o  Common S to c k h o ld e r s
(EA) o r  Net R ec u r r in g  Income (ER) i s  more 
u s e f u l  t o  i n v e s t o r s  in  common s t o c k  than  Net 
R e c u r r in g  Income l e s s  Changes i n  I n v e n t o r i e s  
(ER-aI ) f o r  p r e d i c t i n g  t h e  r i s k - a d j u s t e d  r a t e  
o f  r e t u r n .
However,  t h e  a p r i o r i  e x p e c t a t i o n s  o f  d i s c o v e r i n g  a l ag g ed  
r e l a t i o n s h i p  between t h e  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e s  and t h e  
r i s k - a d j u s t e d  r a t e  o f  r e t u r n  in  an e f f i c i e n t  marke t env i ronm ent  a r e  
d o u b t f u l .  N e v e r t h e l e s s ,  t h e  t e s t s  a r e  pe r form ed  because  t h e  e x i s t e n c e  
o f  an e f f i c i e n t  m arke t  has n o t  been d e f i n i t i v e l y  s e t t l e d .  I f  a r e l a t i o n ­
s h i p  i s  u n c o v e r e d ,  c o n t r a r y  t o  e x p e c t a t i o n s ,  i t  i s  i n t e r p r e t e d  as  p r o o f  
o f  t h e  r e l a t i v e  u s e f u l n e s s  o f  t h e  a l t e r n a t i v e  flow v a r i a b l e s  t o  p r e d i c t  
f u t u r e  m arke t  pe r fo rm ance  o f  common s t o c k s  and prima f a c i e  e v id e n c e  con­
f u t i n g  th e  e f f i c i e n t  m arke t  h y p o t h e s i s .  I f  on t h e  o t h e r  h an d ,  t h e  
e v i d e n c e  i s  c o n s i s t e n t  w i th  a p r i o r i  e x p e c t a t i o n s ,  th e  a c c o u n t in g  
v a r i a b l e s  a r e  n o t  c o n s i d e r e d  u s e f u l  t o  p r e d i c t  f u t u r e  m arke t  p e r f o r m a n c e ,  
and t h e  r e l a t i o n s h i p  between t h e  a l t e r n a t i v e  a c c o u n t in g  v a r i a b l e s  and 
th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  ove r  c o n c u r r e n t  t ime p e r i o d s  i s  examined 
t o  d e t e r m in e  t h e  e x t e n t  o f  contemporaneous a s s o c i a t i o n ,  which i s  a l s o  a 
measure  o f  t h e  r e l a t i v e  u s e f u l n e s s  o f  th e  d a t a  t o  i n v e s t o r s .
The a p r i o r i  grounds f o r  e x p e c t i n g  to  f i n d  a contemporaneous  
a s s o c i a t i o n  a r e  b a sed  upon t h r e e  major  a s s u m p t io n s :
1.  A ccoun t ing  measures  t h e  p r o p e r  economic e v e n t s ,  i . e . ,  t h o s e  
e v e n t s  which w i l l  u l t i m a t e l y  d e te rm in e  t h e  f u t u r e  cash  flows a c c r u i n g  
t o  t h e  i n v e s t o r .
2.  One c h a r a c t e r i s t i c  o f  t h e  n a t u r e  o f  t h e s e  e v e n t s  i s  t h a t  
t h e y  a re  s y s t e m a t i c a l l y  r e l a t e d .  T h e i r  s t a b i l i t y  o v e r  t ime p r o v i d e s
a b a s i s  f o r  p r e d i c t i n g  t h e  t r e n d  and v a r i a b i l i t y  o f  f u t u r e  cash  f low s .
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3. An e f f i c i e n t  m arke t  w i l l  I n s t a n t l y  and u n b i a s e d l y  inmound 
t h i s  i n f o r m a t i o n  i n t o  commo'1 s t o c k  p r i c e s  and th u s  a s s u r e  a con­
temporaneous  a s s o c i a t i o n .
I f  an a s s o c i a t i o n  i s  o b s e r v e d ,  as e x p e c t e d ,  i t  i s  i n t e r p r e t e d  t o  mean 
t h a t  a c c o u n t in g  flow v a r i a b l e s  r e f l e c t  the  same u n d e r l y i n g  e v e n t s  t h a t  
a r e  r e f l e c t e d  in  s e c u r i t y  p r i c e s  and t h e  a c c o u n t in g  d a t a  i s  deemed u s e ­
f u l  i n  i t s  a b i l i t y  t o  s u b s t a n t i a t e  e q u i l i b r i u m  m arke t  p r i c e s ,  p o s t  
f a c t o . On t h e  o t h e r  h an d ,  i f  no a s s o c i a t i o n  i s  o b s e r v e d ,  t h e  a c c o u n t in g  
d a t a  can n o t  u n e q u i v o c a l l y  be deemed u s e l e s s ,  a l th o u g h  such f i n d i n g s  
l e a v e  room f o r  t h i s  k in d  o f  s p e c u l a t i o n .  U n s u b s t a n t i a t e d  s t a t e m e n t s  
a v e r r i n g  t h a t  th e  a c c o u n t in q  flow v a r i a b l e s  do n o t  r e f l e c t  t h e  sa~e 
u n d e r l y i n g  e v e n t s  t h a t  a r e  r e f l e c t e d  i n  s e c u r i t y  p r i c e s  must  be sub­
j e c t e d  t o  f u r t h e r  i n v e s t i g a t i o n  and v a l i d a t i o n .
RESULTS OF THE LAGGED 
RELATIONSHIP TESTS
The r e s u l t s  o f  t h e  l ag g ed  r e l a t i o n s h i p  t e s t s  a r e  shown i n  T a b le s  I ,
I I  and I I I .  These  t e s t s  were d e s ig n e d  t o  measure  t h e  a b i l i t y  o f  a f low 
v a r i a b l e  t o  p r e d i c t  m arke t  pe r fo rm ance  o f  an i n v e s t m e n t  h o ld in g  in  a 
p e r i o d  s u b s e q u e n t  t o  t h e  a c c o u n t in g  p e r i o d .  T a b le s  I and I I  d r a m a t i c a l l y  
p o i n t  o u t  t h a t  t h e r e  was no s i g n i f i c a n t  r e l a t i o n s h i p  between h i s t o r i c a l  
a c c o u n t in g  i n f o r m a t i o n  and t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n .  Tab le  I I I  
f u r t h e r  shows t h a t  from a t o t a l  o f  one hundred and tw e n ty  r e g r e s s i o n s  
on ly  two e s t i m a t e s  o f  t h e  r e g r e s s i o n  e q u a t i o n  (EAg^) were  s i g n i f i c a n t  a t  
t h e  <.001  l e v e l ;  t h a t  i s ,  t h e r e  was a <.001  p r o b a b i l i t y  t h a t  t h e s e  
f - r a t i o s  co u ld  have been o b se rv ed  even i f  no l i n e a r  r e l a t i o n s h i p  e x i s t e d .
RESULTS 
TABLE I
r V a lu es ,  241 S tocks  f o r  A l t e r n a t e  Holding P e r io d s
Holding P e r io d s  Commencing 1/1 /61
AR61 AR61-63 AR61-65 AR61-67 AR61-69 Mean
AEA60 .0068 .0000 .0017 .0014 .0025 .0025
AER60 .0086 .0000 .0014 .0013 .0020 .0027
ACR60 .0012 .0005 .0119 .0125 .0074 .0067
a(ER-aI ) 6 0 .0006 .0006 .0003 .0000 .0024 .0008
Hold ing P e r io d s  Commencing 1 /1 /62
AR62 AR62-64 AR62-66 AR62-68 AR62-70 Mean
AEA61 .0010 .0067 .0011 .0176 .0463 .0145
AER61 .0005 .0000 .0024 .0079 .0364 .0094
ACR61 .0007 .0009 .0084 .0021 . 0 0 ?̂ ! .0029
a (ER-a I )61 .0024 .0041 .0014 .0005 .0038 .0024
Holding P e r io d s  Commencing 1 /1 /6 3
AR63 AR63-65 AR63-67 AR63-69 Mean
AEA62 .0004 .0056 .0022 .0001 .0021
AER62 .0001 .0025 .0007 .0 0 0 2 .0009
ACR62 .0144 .0069 .0100 .0014 .0082
a{ER-aI )62 .0002 .0000 .0024 .0001 ,0007
Holding P e r io d s  Commencing 1 /1 /6 4
AR64 AR64-66 AR64-6S AR64-70 Mean
AEA63 .0086 .0006 .0030 .0104 .0057
AER63 .0012 .0009 .0043 .0124 .0047
ACR63 .0025 - . 0 0 0 2 - .0 0 0 4 - . 0 0 0 2 .0004
A(ER-Al)63 .0059 .0146 .0245 .0179 .0157
TABLE I Continued
Hold ing P e r io d s  Commencing 1 /1 /6 5





















Holding  P e r io d s  Commencing 1 /1 /66






























































a ( E R - a I )68  .0200
TABLE I Continued









r  V a lu e s ,  241 Stocks  Summarized by Length 
__________ o f  Ho ld in g  P e r io d  ( .years)_________
Years
1 3 5 7 9
aEA 60 .0068 .0000 .0017 .0014 .0025
61 .0010 .0067 .0011 .0176 .0463
62 .0004 .0056 . 0 0 2 2 .0001
63 .0086 .0006 .0030 .0104
64 .0572 .0678 .0127





Mean .0099 .0168 .0089 .0074 .0244
1
Years
3 5 7 9
AER 60 .0036 .0000 .0014 .0013 .0020
61 .0005 .0000 .0024 .0079 .0364
62 .0001 .0025 .0007 .0002
63 .0012 .0009 .0043 .0124
64 .0454 .0387 .0056





Mean .0108 .0086 .0034 .0055 .0192
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TABLE I I Cont inued
Years
1 3 5 7 9
ACR 60 .0012 .0005 .0119 .0125 .0074
61 .0007 .0009 .0084 .0021 .0024
62 .0144 .0069 .0100 .0014
63 .0025 - . 0 0 0 2 - .0 0 0 4 - . 0 0 0 2
64 .0348 .0311 .0056





Mean .0078 .0087 .0095 .0040 .0049
1
Years
3 5 7 9
A(ER-Al) 60 .0006 .0006 .0003 .0000 .0000
61 .0024 .0041 .0014 .0005 .0038
62 .0002 .0000 .0024 .0001
63 .0059 .0146 .0245 .0179
64 .0266 .0253 .0027
65 .0001 .0060 .0059
66 .0003 .0007
67 .0006 .0083
68 .0 2 0 0
69 .0072
Mean .0064 .0075 ..0062 .0046 .0019
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TABLE i n
S t a t i s t i c a l  S i g n i f i c a n c e  o f  t h e  R eg res s io n  
________________ Us i n g  F - R a t i o s ________________
Hold ing P e r io d s  Commencing 1/1/61
AR61 AR61-63 AR61-65 AR61-67 AR61-69
F - R a t io  P F -R a t io  P F - R a t io  P F - R a t io  P F - R a t io  P
AEA60 1.632 .200 .001 NS* .412 NS .328 NS .604 NS
AER60 2.081 .147 .004 NS .335 NS .307 NS .484 NS
ACR60 .284 NS .125 NS 2 .879  .087 3 .034  .079 1 .788  .179
a (ER-a I)60 .140 NS .153 NS .012 NS .012 NS .58 NS
Hold ing P e r io d s  Commencing 1 /1 /6 2
AR62 AR62- 64 AR62-66 AR62-68 AR62-70
F - R a t io P F-R a t io P F - R a t io  P F - R a t io  P F -R a t io  P
AEA61 .238 NS 1.61 .203 .27 NS 4 .296  .037 11.592 .001
AER61 .119 NS .01 NS .57 NS 1 .914  .164 9 .029  .003
ACR61 .178 NS .214 NS 2 .03  .152 .506 NS .567 NS
a{ER-aI)61 .57 NS .975 NS .334 NS .118 NS .9 NS
Holding P e r io d s  Commencing 1 /1 /63
AR63 AR63-65 AR63-67 AR63-69






.03  NS 
3 .4 9  .06 
.048 NS
1.349 .245 











Holding P e r io d s  Commencing 1 /1 /6 4
AR64 AR64-66 AR64-68 AR64-70
F - R a t io  P F-R a t io  P F - R a t io  P F - R a t io  P
AEA63 2.068 .148 .135 NS .73 NS 2.503 .11
AER63 .29 NS .227 NS 1.041 .309 3.01 .08
ACR63 .602 NS - .0 4 7 NS - . 0 8 5 NS - .0 4 3 NS
a (ER-aI ) 6 3 1 .415 .233 3.533 .058 5 .996 .014 4 .353 .03
* NS i s  no s o lu t io n ,  i . e . ,  the probabi l i ty  that  the estimated regress ion
equation i s  due to chance is  greater  than 30 per cent .
TABLE IT I Continued
Hold ing P e r io d s  Commencing 1 /1 /6 5
AR65 AR65-67 &R65-69
F - R a t io  P F - R a t io  P F - R a t io  P
AEA64 14 .5  -C. 001 17.,372 <.001 3 .083 .077
AER64 11.371 .001 9,.622 .003 1 .3 5 6 . .244
ACR64 8.612 .004 7,.678 .006 1 .344 .246
a(ER-aI )64 6.531 .011 6 ,. 21? .013 .658 NS
Holding P e r io d s  Commencing 1 /1 /6 6
AR66 AR66-68 AR66-70
F - R a t io  P F - R a t io  P F - R a t io  P
AEA65 2.829 .09 2 .266 .13 8.141 .005
AER65 2.564 .107 - . 0 0 7 NS 1.404 .235
ACR65 .065 NS 1.294 .255 5 .273 .021
A (ER-aI )65 .021 NS 1.446 .228 1.411 .234
Holding P e r io d s  Commencing 1 /1 /6 7
AR67 AR67-69
F -R a t io  P F -R a t io  P
AEA66 .289 NS 3 .059  .07.8
AER66 .637 NS 1 .99  .156
ACR66 3.151 .073 .227 NS
A(ER-Al)66 .065 NS .156 NS
Holding  P e r io d s  Commencing 1 /1 /6 8
AR68 AR68-70
F - R a t io  P F - R a t io  P
AEA67 1.396 .237 6:751 .01
AER67 1.407 .237 4 .397 .035
ACR67 .179 NS .007 NS
a(ER-aI )67 .179 NS 1 .9 9 .156
TABLE III  Continued
Hold ing  P e r io d  Commencing 1 /1 /6 9
AR69 
F -R a t io  P
AEA68  .182 NS
AER68  6 .122  .013
ACR68  .198 NS
A(ER-Al)68  4 .888  .026
H old ing  P e r io d  Commencing 1 /1 /7 0
aR70 
F'-Ratio P
AEA69 1 .223 .269
AER69 1 .887 .167
ACR69 2 .252  .131




r  V a lu e s ,  240 S tocks  One Year
Hold ing  P e r io d s  Commencing 1 / 1 / 6 1 ,  no lag
AR61 AR62 aR63 aR64 AR65 AR66 AR67 AR68  aR69
AEA .1162 .0635 .1625 .1526 .3220 .0458 .1668 .0105 .0026
AER .1123 .0616 .1451 .1482 .2534 .0373 .0565 .0140 .0008
ACR .0134 .1182 .1563 .0690 .0826 .0149 .0226 .0070 .0140
A(ER-Al) .0184 .0000 .0009 .0154 .0009 .0002 .0003 .0012 .0092
TABLE V
S t a t i s t i c a l  S i g n i f i c a n c e  o f  t h e  R eg res s ion  
________________ Using_F - R a t io s ________________
AR61 AR62 AR63
F - R a t io  P F - R a t io  P F - R a t io  P
AEA 31.305  <.001 16.143 <.001 46 .166  <.001
AER 30.121 <.001 15.632 <.001 4 0 .3 8  <.001
ACR 3 .2 3 9  .07 31 .894 <.001 44 .086  <.001
A(ER-Al) 4 .469  .033 .01 NS* .224 NS
AR64 AR65 AR66
F -R a t io  P F - R a t io  P F - R a t io  P
AEA 4 2 .8 6  <.001 113.05 <.001 11 .418  <.001
AER 41.421 <.001 80 .803 <.001 9 .219  .003
ACR 17.641 <.001 21.442 <.001 3 .599  .056
A(ER-Al) 3.711 .052 .215 NS .054 NS
AR67 AR68 AR69
F - R a t io  P F - R a t io  P __________ F - R a t io  P
AEA 47 .652  <.001 2.531 .109 .622 NS
AER 14.259 <.001 3 .385  .064 .193 NS
ACR 5 .503  .019  1 .669 .195 3 .385  .064
A(ER-Al) .071 NS____________. 283 NS__________ 2 .2 2  .134
* NS i s  no s o lu t io n ,  i . e . ,  the probabi l i ty  that the estimated regression
equation i s  due to  chance i s  greater  than 30 per cent .
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Zero  c o r r e l a t i o n s  such as t h e s e  r e p r e s e n t  s t a t i s t i c a l  i n d e p en d e n c e ;  they  
p e r m i t  no p r e d i c t i o n  beyond c h a n c e ,  which i s  t h e  u l t i m a t e  o f  i g n o r a n c e ,  
and f o r  a l l  p r a c t i c a l  p u r p o s e s ,  e l i m i n a t e  t e n t a t i v e  w ork ing  h y p o t h e s e s J
These r e s u l t s  r.re c o n s i s t e n t  w i th  th e  a p r i o r i  e x p e c t a t i o n s .
By u s i n g  a o n e - y e a r  t ime l a g ,  t h e  t e s t s  e x p l i c i t l y  assumed i n e f f i c i e n c i e s  
i n  t h e  market and t h e  p o s s i b i l i t y  o f  e a r n i n g  abnormal r e t u r n s  w i th  p u b l i c l y  
a v a i l a b l e  i n f o r m a t i o n .  O b v io u s ly ,  t h e  speed  w i t h  which t h e  marke t  r e a c t s  
t o  i n f o r m a t i o n  u t t e r l y  n e g a te s  t h i s  p o s s i b i l i t y .  S u f f i c e  i t  t o  s a y ,  
t h e  e f f i c i e n t  m arke t  h y p o t h e s i s  in  i t s  s e m i - s t r o n g  form i s  n o t  c o n fu ted  
and t h e  u s e f u l n e s s  o f  t h e  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e s  w i t h i n  
such an env i ronm ent  does n o t  l i e  i n  t h e i r  a b i l i t y  t o  p r e d i c t  f u t u r e  mar­
k e t  p e r fo rm an ce .  T h e r e f o r e ,  t h e  t e s t s  o f  t h e  d a t a  o v e r  c o n c u r r e n t  p e r io d s  
a r e  c o n s i d e r e d .
RESULTS OF THE CONTEMPORANEOUS 
ASSOCIATION TESTS
The r e s u l t s  o f  t h e  c o n c u r r e n t  t e s t s  a r e  shown in  T a b le s  IV 
and V. These t e s t s  were d e s ig n e d  t o  measure  t h e  deg ree  o f  contemporaneous 
a s s o c i a t i o n  be tween t h ?  a l t e r n a t i v e  f low v a r i a b l e s  and t h e  r i s k - a d j u s t e d  
r a t e  o f  r e t u r n .  S p e c i f i c a l l y ,  t h e  depen d en t  v a r i a b l e  f o r  h o l d i n g  p e r io d  
;t was r e g r e s s e d  on t h e  in d e p e n d e n t  v a r i a b l e  f o r  t h e  same e a r n i n g s  
p e r i o d  ; t ,  and a l l  h o ld in g  p e r i o d s  were o f  one y e a r ' s  l e n g t h .
The c o e f f i c i e n t s  o f  d e t e r m i n a t i o n  e x p l a i n i n g  v a r i a t i o n  i n  AR
 ̂ John H. M u e l l e r  and Karl  F. S c h u e s s l e r ,  S t a t i s t i c a l  Reasoning 
in  S oc io logy  (B os ton :  Houghton M i f f l i n  Company, 1 9 6 1 ) ,  p .  335.
by movements in  aEA, aER, aCR, and a(ER-aI )  r e s p e c t i v e l y ,  f o r  t h e  y e a r s  
1961 th ro u g h  1967, ran g e  as shown below.
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In d e p e n d en t  r




a (ER -a I )_________________ .0184 .0000
The r e s u l t s  o f  t h e  1968 and 1969 r e g r e s s i o n s  show no c o r r e l a t i o n  w h a t so ­
e v e r ,  and t h e  i m p l i c a t i o n s  o f  t h e s e  f i n d i n g s  a re  d i s c u s s e d  s e p a r a t e l y ,  
l a t e r  in  t h e  c h a p t e r .
C l e a r l y ,  AEA e x p la i n e d  more v a r i a t i o n  in  t h e  d a t a  than  t h e  o t h e r  
income f low v a r i a b l e s  f o r  every  y e a r  e x c e p t  1962. A l s o ,  th e  f - t e s t s  
pe r fo rm ed  on aEA i n d i c a t e  t h a t  e v e ry  one o f  th e  r e g r e s s i o n s ,  1961-1967 ,  
was s i g n i f i c a n t ;  t h a t  i s ,  t h e r e  was a <.001  p r o b a b i l i t y  t h a t  t h e s e  f -  
r a t i o s  co u ld  have been observed  i f  no l i n e a r  r e l a t i o n s h i p  e x i s t e d .  In 
a d d i t i o n ,  t h e  f - t e s t s  perform ed on a£R i n d i c a t e  t h a t  ev e ry  one o f  t h e s e  
r e g r e s s i o n s  (1961-1967) was a l s o  s i g n i f i c a n t  a t  t h e  <.001 le v e l  e x c e p t  
f o r  1966, which was s i g n i f i c a n t  a t  the  .003  l e v e l .  This  s u g g e s t s  t h a t  
both  AEA and aER p roduce  e s t i m a t e d  r e g r e s s i o n  c o e f f i c i e n t s  which s h o u ld  
be r e t a i n e d  as a b a s i s  to  e x p l a i n  aR. S in c e  aEA had a lower  s t a n d a r d  e r r o r  
o f  e s t i m a t e  ( n o t  shown he re )  and was a b l e  to  e x p l a i n  more v a r i a t i o n  in  aR 
f o r  t h e  y e a r s  1961-1967,  i t  i s  conc luded  t h a t  AEA was more c l o s e l y  
a s s o c i a t e d  w i th  aR th a n  was aER, and th e  f i r s t  h y p o t h e s i s ,  which s t a t e s  
t h a t  EA i s  more u s e f u l  to  i n v e s t o r s  in  common s to c k  than  ER f o r  p r e d i c t i n g  
t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  canno t  be r e j e c t e d .
The t h i r d  a c c o u n t in g  v a r i a b l e  ACR produced r e g r e s s i o n  r e s u l t s  
which were s i g n i f i c a n t  a t  t h e  <.001 l e v e l  f o r  th e  y e a r s  1962-1965.
a 1961 l e v e l  o f  . 0 7 ,  a 1966 l e v e l  o f  . 0 5 6 ,  and a 1967 l e v e l  o f  .019 . The
e s t i m a t e s  o f  t h e  r e g r e s s i o n  e q u a t i o n s  f o r  t h e  y e a r s  1962-1965 o b v io u s ly
were h i g h l y  s i g n i f i c a n t ,  i n d i c a t i n g  t h a t  ACR i s  a s s o c i a t e d  w i th  aR.
However,  s i n c e  aEA had a lower s t a n d a r d  .^rror o f  e s t i m a t e  and a h i g h e r
r  than  aCR f o r  e v e r y  y e a r  e x c e p t  1962, i t  i s  conc lu d ed  t h a t  aEA was
more c l o s e l y  a s s o c i a t e d  w i th  aR t h a n  was ACR. S in c e  aER a l s o  had a lower
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s t a n d a r d  e r r o r  o f  e s t i m a t e  and a h i g h e r  r  than  aCR f o r  every  y e a r
e x c e p t  1962 and 1963, i t  i s  conc luded  t h a t  aER was a l s o  more c l o s e l y
a s s o c i a t e d  w i th  aR t h a n  was ACR. Thus ,  t h e  second h y p o t h e s i s ,  which s t a t e s
t h a t  ER o r  EA i s  more u s e f u l  t o  i n v e s t o r s  i n  common s t o c k  than  CR f o r
p r e d i c t i n g  th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  can n o t  be r e j e c t e d .
The f o u r t h  a c c o u n t in g  v a r i a b l e  a(ER-a I )  d id  n o t  produce  any
e s t i m a t e s  o f  t h e  r e g r e s s i o n  e q u a t i o n  which were s i g n i f i c a n t  a t  th e  <.001
l e v e l .  The f - r a t i o s  ranged from .033 t o  g r e a t e r  th a n  .30 (no s o l u t i o n ) .
In  a d d i t i o n ,  a (ER-aI )  had th e  h i g h e s t  s t a n d a r d  e r r o r  o f  e s t i m a t e  and th e  
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l o w e s t  r  v a lu e s  o f  a l l  th e  a c c o u n t in g  v a r i a b l e s .  T h e r e f o r e ,  t h e  t h i r d  
h y p o t h e s i s ,  which s t a t e s  t h a t  ER o r  EA i s  more u s e f u l  t o  i n v e s t o r s  in  
common s t o c k  than  ( ER-a I ) f o r  p r e d i c t i n g  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  
can n o t  be r e j e c t e d .
For t h e  p e r io d  e x ten d in g  from 1961-67 ,  t h e  a p r i o r i  e x p e c t a t i o n s  
o f  a contemporaneous a s s o c i a t i o n  a r e  con f i rm ed .  However, t h e  f i n d i n g s  
a r e  c o n t r a r y  to  t h o s e  s u g g es te d  by th e  t h e o r y  as ev id en ced  by t h e i r  i n a b i l i t y  
t o  r e j e c t  any o f  t h e  t h r e e  h y p o th e s e s .  S p e c i f i c a l l y  t h e  f i n d i n g s  i n d i c a t e  
t h a t  t h e  m arke t  r e a c t e d  more s t r o n g l y  t o  t h o s e  economic e v en ts  impounded 
by t h e  n e t  income a v a i l a b l e  t o  common s t o c k h o l d e r s  (EA) v a r i a b l e  than  i t  
d id  t o  t h e  economic e v en t s  r e f l e c t e d  by t h e  a l t e r n a t i v e  a c c o u n t in g  
v a r i a b l e s  s u g g e s te d  by the  t h e o r y .  T h i s  i s  c o n s i s t e n t  w i th  t h e  r e s u l t s  o f
t h e  Bal l  and Brown s tudy  and o t h e r s .  Bal l  and Brown were a b l e  t o  conc lude
t h a t  n e i t h e r  cash f low as approx im ated  by o p e r a t i n g  income, nor n e t  income
b e f o r e  n o n r e c u r r i n g  i tems was as s u c c e s s f u l  in  p r e d i c t i n g  t h e  s ig n s  o f
t h e  s to c k  r e t u r n  r e s i d u a l s  ( r i s k - a d j u s t e d  r a t e s  o f  r e t u r n )  as n e t  income
o
and e a r n in g s  p e r  s h a r e .  F u r th e r  compar ison w i th  t h e  B a l l  and Brown
s tu d y  i s  i n a p p r o p r i a t e  because  they  examined on ly  t h e  r e l a t i o n s h i p  between
t h e  s ig n  o f  t h e  unexpec ted  income change and t h e  a s s o c i a t e d  r i s k - a d j u s t e d
r a t e  o f  r e t u r n .  Th is  s tu d y  has c o n s id e r e d  both  th e  s i g n a l  and t h e  mag-
n i t u d i n a l  a s p e c t s  o f  th e  r e l a t i o n s h i p .  F u r th e rm o re ,  t h i s  s tu d y  examined
a c t u a l  income changes r a t h e r  than  e x p ec te d  income changes .
The poor showing o f  t h e  cash  flow v a r i a b l e  ( aCR) c o n f l i c t s  w i th
t h e  f i n d i n g s  o f  S taubus  who p rov ided  e v id en c e  to  s u p p o r t  t h e  n o t io n  t h a t
changes i n  cash f low  a re  good i n d i c a t o r s  o f  w e a l th  changes  and a r e  no t
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obscured  by a c c o u n ta n t s  t r y i n g  to  measure d e p r e c i a t i o n .  Perhaps  th e  
marke t  p a r t i c i p a n t s  were s u f f i c i e n t l y  s o p h i s t i c a t e d  to  r e a l i z e  t h a t  
c a p i t a l  r e c o v e ry  i s  e s s e n t i a l  t o  co n t in u e d  o p e r a t i o n s  and viewed d e p r e c i a ­
t i o n  a c c o u n t in g  as  u s e f u l  in  t h e  sen se  t h a t  i t  e x c lu d es  revenues  to  t h e  
e x t e n t  o f  t h e  annual  d e p r e c i a t i o n  charge  from t a x a b l e  income. However,  
t h e  f o u r t h  a c c o u n t in g  v a r i a b l e  a (ER-aI )  which s u b s t i t u t e d  p u rc h a se s  f o r  
c o s t - o f - g o o d s - s o l d  had no a s s o c i a t i o n  a t  a l l  w i th  AR and t h i s  i s  
c o r r o b o r a t e d  by a n o t h e r  Staubus s tu d y  which conc luded  t h a t  f low v a r i a b l e s
^Ray B a l l  and P h i l i p  Brown, "An Em pir ica l  E v a l u a t i o n  o f  Account­
ing  Income Numbers," J o u r n a l  o f  Account ing  R e s e a r c h , Vol.  6 (Autumn, 1968) ,  
pp.  172-3.
George J .  S t a u b u s ,  "The A s s o c i a t i o n  o f  F i n a n c i a l  Account ing  
V a r ia b le s  w i th  Common Stock  V a lu e s , "  The Account ing  Review, Vol.  XL, No. 1
( J a n u a r y ,  1965) ,  pp. 119-34,  __________ , " S t a t i s t i c a l  Evidence  o f  t h e  Value
o f  D e p r e c i a t i o n , "  Abacus , Vol. 3 ,  No. 1 (A ugus t ,  19 6 7 ) ,  pp.  3 -22 .
r e l y i n g  on in v e n t o r y  a c c o u n t in g  a r e  more c l o s e l y  a s s o c i a t e d  t o  d i s c o u n t e d
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common s t o c k  v a lu e s  than  comparable  d a ta  no t  based on such a c c o u n t i n g .
More g e n e r a l l y  th o u g h ,  t h e  i n t r i n s i c  va lue  model used by S taubus  i n  the  
t h r e e  e m p i r i c a l  i n v e s t i g a t i o n s  c i t e d  h e r e i n ,  i s  no t  as a p p e a l i n g  as  th e  
model u sed  in  t h i s  s tu d y  because  t h e  Staubus model does n o t  a d e q u a t e l y  
deal  w i th  t h e  r i s k  f a c t o r .
I t  i s  i n t e r e s t i n g  to  no te  t h a t  a l l  o f  th e  p u b l i s h e d  e m p i r i c a l
i n v e s t i g a t i o n s  which examined th e  r e l a t i o n s h i p  between a c c o u n t in g
d a t a  and m arke t  movements used pre-1967 d a t a .  In most i n s t a n c e s  t h i s  i s
due to  the  f a c t  t h a t  t h e  P r i c e  Data F i l e  m a in ta in ed  by th e  C en te r  f o r
Research  in  S e c u r i t y  P r i c e s  a t  t h e  U n i v e r s i t y  o f  Chicago does n o t  c o n t a i n
monthly p r i c e  r e l a t i v e s  beyond 1965. More i m p o r t a n t l y ,  however,  t h e s e
s t u d i e s  p ro v id ed  e v id e n c e  which dem ons t ra ted  t h a t  a c o r re sp o n d e n c e
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e x i s t e d  between a c c o u n t in g  numbers and p r i c e  movements.  The e v id en c e  
showed t h a t  th e  p r i c e  movements t h a t  p receded  th e  e a r n in g s  announcements 
were in  a n t i c i p a t i o n  o f  t h e  i n f o r m a t io n  c o n ta i n e d  i n  t h e  a c c o u n t in g  
numbers,  and t h a t  by th e  t ime th e  e a r n in g s  were  a c t u a l l y  r e l e a s e d ,  s to c k  
p r i c e s  had a l r e a d y  comple ted  most o f  th e  n e c e s s a r y  a d j u s t m e n t .
C ons ide r  now th e  r e s u l t s  o f  the  r e g r e s s i o n s  u s in g  1968 and 1969 
d a t a .  They i n d i c a t e  a p p ro x im a te ly  zero  c o r r e l a t i o n  f o r  a l l  t h e  a c c o u n t in g  
v a r i a b l e s .  The e x p l a i n i n g  power o f  th e  v a r i a b l e s  i s  t o t a l l y  a b s e n t  and
^George J .  S t a u b u s ,  " T e s t in g  I n v e n to ry  A c co u n t in g ,"  The Ac­
c o u n t in g  Review, Vol.  X L I I I ,  No. 3 ( J u l y ,  1968) ,  pp.  413-24 .
^Bal l  and Brown, 0£ .  c j r t . , pp.  159-78; W il l iam  H. B eave r ,  "The 
I n f o r m a t io n  Con ten t  o f  Annual Earn ings  Announcements ," Em pir ica l  Research 
in  A ccoun t ing :  S e l e c t e d  S t u d i e s ,  1968, Supplement t o  The J o u r n a l  o f  Ac-
c o u n t in g  R ese a r ch ,  Vol. VI (Chicago: I n s t i t u t e  o f  P r o f e s s i o n a l  A cco u n t in g ,
1969) ,  pp.  67-92,
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none o f  t h e  e s t i m a t e d  r e g r e s s i o n  e q u a t i o n s  a r e  s i g n i f i c a n t  a t  t h e  <.001  
l e v e l .  The d a t a  from t h e  y e a r s  1961 th ro u g h  1967 showed t h a t  t h e r e  was 
a r e l a t i o n s h i p  between m arke t  movements and a c c o u n t in g  f l o w s ,  a d m i t t e d ly  
n o t  a s t r o n g  r e l a t i o n s h i p ,  b u t  one t h a t  was due t o  more than  chance a l o n e ;  
and then  su d d en ly  t h e  e s t i m a t e d  r e g r e s s i o n s  f o r  1968 and 1969 showed no 
r e l a t i o n s h i p  e x i s t i n g  a t  a l l .
Economic c o n d i t i o n s  e x i s t i n g  in  1968 and 1969 were n o t  su b ­
s t a n t i a l l y  d i f f e r e n t  from t h o s e  e x i s t i n g  p r i o r  t o  1968. Expansion o f  
t h e  N a t i o n ' s  econorny was v i r t u a l l y  u n i n t e r r u p t e d  f o r  t h e  e n t i r e  1960 's  
d ecade .  The y e a r  1968 was t h e  e i g h t h  y e a r  o f  th e  long  c y c l i c a l  up­
swing t h a t  began  e a r l y  i n  1961 and t h a t  was i n t e r r u p t e d  b r i e f l y  in  e a r l y  
1967.® In 1968 employment r o s e  t o  i t s  h i g h e s t  l e v e l  e v e r ,  and t h e  un­
employment r a t e  f e l l  t o  i t s  l o w e s t  l e v e l  in  f i f t e e n  y e a r s . 7 in  1969, 
r e a l  growth was modest and e x p an s io n  slowed as t h e  y e a r s  p r o g r e s s e d . 8 
In  1969,  l a b o r  p r o d u c t i v i t y  d e c l i n e d ,  p r o f i t s  were squeezed  and c o s t s  
and p r i c e s  c o n t in u e d  t o  d e c l i n e  d e s p i t e  i n t e n s e  e f f o r t s  t o  s tem i n f l a t i o n . ®  
The p r e s s u r e s  g e n e r a t e d  by ve ry  s u b s t a n t i a l  f i s c a l  and monetary  r e s t r a i n t  
were  a dominan t  f e a t u r e  o f  1969, and th e  i n t e r v a l  s i n c e  t h e  l a t t e r  p a r t  
o f  1968 marked t h e  f i r s t  s u s t a i n e d  p e r i o d  i n  r e c e n t  y e a r s  d u r in g  which
® U. S. Depar tment  o f  Coirmerce, Survey o f  C u r r e n t  B u s i n e s s ,
Vol.  49 ,  No. 1 (Washington: Government P r i n t i n g  O f f i c e ,  J a n u a ry  1969) ,  p.  1.
 ̂ Itmd.
® U. S. Depar tment  o f  Commerce, Survey o f  C u r r e n t  B u s i n e s s ,
Vol.  5 0 ,  No. 1 (Washington: Government P r i n t i n g  O f f i c e , J a n u a r y ,  1970) ,
p.  1 1 .
9 Ibid .
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f i s c a l  and moneta ry  p o l i c i e s  were  unambiguously  o p e r a t i n g  1n t h e  same 
d i r e c t i o n ,  and a c l e a r  d e c e l e r a t i o n  o f  t h e  economy's  growth was i n  f a c t  
a c h i e v e d . 1(1
C a p i t a l  spend ing  i n  p r o d u c e r s '  d u r a b l e  equipment and non 
r e s i d e n t i a l  c o n s t r u c t i o n  i n  1968 showed o n ly  a modera te  g a in  f o r  t h e  
second  s u c c e s s i v e  y e a r . 11 C a p i t a l  sp en d in g  in  1969 was a major e x ­
p a n s io n a r y  f o r c e  as i t  had been e a r l i e r  i n  t h e  s i x t i e s . ^  A f t e r  f o u r  
y e a r s  o f  booming g row th ,  spend ing  had s t a b i l i z e d  in  1967, b u t  a renewal 
o f  growth deve loped  d u r in g  1968 and t h e  1969 i n c r e a s e  was s u b s t a n t i a l . 1^
In marked c o n t r a s t  t o  t h e  two p r e c e d in g  y e a r s ,  when i n v e n t o r y  
in v e s t m e n t  c o n s t i t u t e d  a dynamic e lem en t  in  t h e  economy, b u s in e s s  
accu m ula t ion  o f  i n v e n t o r i e s  in  1968 was n o t  a s i g n i f i c a n t  sou rce  o f  
change in  GNP, in  f a c t ,  i t  was on ly  ab o u t  one and o n e - h a l f  b i l l i o n  more 
than  th e  1967 a c c u m u l a t i o n . 1^ I n v e n to r y  a cc u m u la t io n  by b u s i n e s s  was 
somewhat g r e a t e r  i n  1969 than  i n  1968, and accoun ted  f o r  ap p ro x im a te ly  
$700 m i l l i o n  o f  t h e  t o t a l  expans ion  in  GNP f o r  1 9 6 9 .15
11 U. S. Depar tment o f  Commerce, Survey  o f  C u r r e n t  B u s i n e s s ,
Vol.  49 ,  No. 1 ,  p .  10.
12 U. S.  Depar tment  o f  Commerce, Survey  o f  C u r r e n t  B u s i n e s s ,
Vol.  50 ,  No. 1,  p .  13.
^  I b i d .
U. S. Depar tment o f  Commerce, Survey  o f  C u r r e n t  B u s i n e s s ,
Vol .  4 9 ,  No. 1 ,  p.  13.
^  U. S. Department o f  Commerce, Survey o f  C u r r e n t  B u s i n e s s ,
Vol.  5 0 ,  No. 1 ,  p.  15.
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In comparing 1968-1969 economic c o n d i t i o n s  w i th  economic 
c o n d i t i o n s  e x i s t i n g  p r i o r  t o  1968, one i s  n o t  im pres sed  w i th  t h e  d i f ­
f e r e n c e s  in  g row th ,  c a p i t a l  s p e n d in g ,  i n v e n t o r y  a c c u m u la t io n ,  employment,  
and o t h e r  key i n d i c a t o r s  o f  t h e  economic w e l l - b e i n g  o f  t h e  c o u n t r y .
However,  one i s  im pressed  w i th  t h e  e x t e n t  t o  which i n f l a t i o n  has grown 
s u b se q u e n t  t o  1965. For i n s t a n c e ,  t h e  N a t i o n ' s  o u t p u t  o f  goods and 
s e r v i c e s  in  1969 had a va lue  o f  932 1 /4  b i l l i o n  a t  marke t  p r i c e s ,  up 
66 1 /2  b i l l i o n  o r  7 3 /4  p e r c e n t  from 1968, w h i le  p h y s i c a l  volume grew 
l e s s  than 3 p e r c e n t J 6 S t r i p p e d  o f  th e  e f f e c t s  o f  i n f l a t i o n ,  t h e  N a t i o n ' s  
a g g r e g a t e  o u t p u t  was a t  a v i r t u a l  s t a n d s t i l l . ^  /\n awareness  o f  t h e  
s e r i o u s n e s s  o f  th e  problem o f  i n f l a t i o n  caused  b o th  f i s c a l  and moneta ry  
a u t h o r i t i e s  t o  make a c o n c e r t e d  e f f o r t  t o  stem t h e  t i d e  o f  i n f l a t i o n a r y  
p r e s s u r e s .  Th is  p o l i c y  began in  1968 ,  b u t  t h e  r e a l  b rakes  were a p p l i e d  
i n  1969, y e t  p r i c e s  c o n t in u e d  upward ,  demand s l a c k e n e d  and p r o f i t s  were 
squeezed .
The 1961-1969 p e r io d  was b a s i c a l l y  t h e  same,  e s s e n t i a l l y  b u l l i s h ,  
y e t  t h e  r e s u l t s  o f  t h e  t e s t s  showed t h a t  no c o n c u r r e n t  r e l a t i o n s h i p  e x ­
i s t e d  between marke t  movement and a c c o u n t in g  flows in  1968 and in  1969.
I t  would ap p ea r  then  t h a t  annual  a c c o u n t in g  e a r n i n g s  i n f o r m a t i o n  p r e ­
p a r e d  from u n a d ju s t e d  h i s t o r i c a l  c o s t s  may n o t  r e f l e c t  t h e  u n d e r l y i n g  
economic e v e n t s  s a t i s f a c t o r i l y  t o  t h e  m arke t  p a r t i c i p a n t s ,  who, have 
become more aware o f  t h e  im pact  o f  i n f l a t i o n  on r e p o r t e d  p r o f i t s .  Th is  
i s  o n ly  one p o s s i b l e  e x p l a n a t i o n  f o r  t h e  a p p a r e n t  l a ck  o f  c o r r e l a t i o n
16 I b i d . p.  11.
17 ibid.
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between t h e  1968 and 1969 d a t a .  O th e r  p o s s i b l e  e x p l a n a t i o n s  h in g e  on 
t h e  a p p r o p r i a t e n e s s  o f  t h e  m o d e l s ,  t h e  a b i l i t y  o f  t h e  o r d i n a r y  l e a s t  
s q u a r e s  r e g r e s s i o n  model t o  convey th e  u n d e r l y i n g  r e l a t i o n s h i p s  and 
t h e  a s s u m p t io n  o f  a s t a t i o n a r y  b e t a .  Shor tcomings  i n  each o f  t h e s e  
" t e c h n i q u e s "  co u ld  a c c o u n t  f o r  t h e  unexpec ted  1968-69 r e s u l t s .  In t h e  
f i n a l  a n a l y s i s ,  t h e  s t r o n g e s t  s t a t e m e n t  t h a t  can be o f f e r e d  i s  t h a t  i f  
a r e l a t i o n s h i p  d id  i n  f a c t  e x i s t ,  t h e  models used  h e r e i n  were  in a d e q u a t e  
t o  convey t h a t  r e l a t i o n s h i p .  Two f u r t h e r  p o s s i b l e  e x p l a n a t i o n s  a re  
o f f e r e d  be low.
The e f f i c i e n t  marke t  h y p o t h e s i s  does n o t  s t a t e  t h a t  th e  m arke t  
a d ju s t m e n t  to  new i n f o r m a t i o n  i s  n e c e s s a r i l y  a c c u r a t e ;  r a t h e r ,  t h e  h y p o th e ­
s i s  s u g g e s t s  t h a t  i f  th e  f u t u r e  f i n a n c i a l  e v e n t s  which a r e  a n t i c i p a t e d  from
1Rc u r r e n t  i n f o r m a t i o n  f a i l  t o  m a t e r i a l i z e ,  p r i c e  c o r r e c t i o n s  w i l l  o c c u r . 10 
T h e r e f o r e ,  i f  annual  f i n a n c i a l  s t a t e m e n t s ,  f o r  exam ple ,  a r e  n o t  a r e a s o n ­
a b l e  p r e c u r s o r  o f  s e l e c t e d  f u t u r e  f i n a n c i a l  e v e n t s  and th e  m arke t  f i n d s  
i t s e l f  c o n t i n u a l l y  h a v in g  t o  c o r r e c t ,  a t  some p o i n t  in  t ime i t  w i l l  s im ply  
I g n o r e  t h e  s t a t e m e n t s  J 9 T h e r e f o r e ,  t h e  la ck  o f  co r re sp o n d e n c e  between 
t h e  m arke t  and t h e  a c c o u n t in g  flow v a r i a b l e s  may e x i s t  b ecau se  i n v e s t o r s  
have t u r n e d  t o  a l t e r n a t i v e  i n f o r m a t i o n  s o u r c e s  which have y i e l d e d  s u p e r i o r  
p r o g n o s t i c a t i o n s  ab o u t  f u t u r e  economic e v e n t s .  These s o u rc e s  e i t h e r  r e p o r t  
e v e n t s  n o t  r e p o r t e d  by th e  annual a c c o u n t in g  s t a t e m e n t s  and augur  d i f f e r e n t  
f u t u r e  f i n a n c i a l  e v e n t s  th a n  t h o s e  i n d i c a t e d  by th e  s t a t e m e n t s  o r  t h e s e  
s o u r c e s  r e p o r t  t h e  same e v e n t s  as do annual a c c o u n t in g  s t a t e m e n t s  b u t
Lawrence R e v s in e ,  " P r e d i c t i v e  A b i l i t y ,  Market P r i c e s ,  and 
O p e r a t in g  F low s ,"  The Account ing  Review, Vol.  XLVI, No. 3 ( J u l y ,  1971) ,  
p.  485.
19 I b id . , pp. 485-486.
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d i s c l o s e  them i n  such a manner than  i n v e s t o r s  reach  d i f f e r e n t  c o n c l u s i o n s  
o f  t h e  f u t u r e  impact o f  t h e s e  e v e n t s .  In  e i t h e r  c a s e ,  t h e  m arke t  views 
a c c o u n t in g  r e p o r t s  as m i s l e a d i n g  and t h e  f a c t  t h a t  i n v e s t o r s  have tu r n e d  
to  a l t e r n a t i v e  i n f o r m a t i o n  s o u r c e s  r e f l e c t s  " l e a r n i n g "  on t h e  p a r t  o f  
th e  m arke t  p a r t i c i p a n t s . 2*1
A second p o s s i b l e  e x p l a n a t i o n  o f  t h e  l ack  o f  a s s o c i a t i o n  stems 
n o t  from t h e  n o t i o n  o f  " m is le a d in g  s t a t e m e n t s "  b u t  from t e s t i n g  the  d a t a  
o v e r  wrong t ime p e r i o d s .  R a t h e r  th a n  t e s t  t h e  d a t a  over  c o n c u r r e n t  t ime 
p e r i o d s ,  t h e  p o s s i b i l i t y  o f  v a r i o u s  lag g ed  r e l a t i o n s h i p s ,  where t h e  a c ­
c o u n t in g  d a t a  lags  t h e  marke t  p e r fo rm a n c e ,  shou ld  be i n v e s t i g a t e d .  For 
exam ple ,  t h e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  from a h o l d i n g  p e r i o d  e x t e n d i n g  
from 1 2 / 1 / 7 0  th r u  11/30/71 would be examined in  c o n j u n c t i o n  w i th  a c c o u n t in g  
d a t a  from o p e r a t i o n s  e x t e n d i n g  from 1 /1 /7 1  t h r u  1 2 / 3 1 / 7 1 ,  a one month l a g .  
The e x i s t e n c e  o f  t h i s  t y p e  o f  r e l a t i o n s h i p  would imply  t h a t  m arke t  p a r t i c i ­
p a n t s  n o t  on ly  a n t i c i p a t e  t h e  r e s u l t s  o f  o p e r a t i o n s ,  b u t  a n t i c i p a t e  them a
month ahead  o f  t im e .
The p o s s i b i l i t y  t h a t  th e  marke t  has t u r n e d  t o  o t h e r  s o u rc e s  which 
a re  more i n f o r m a t i v e  and more t im e ly  than  t h e  annual r e p o r t s  i s  ve ry  r e a l .  
The annual  r e p o r t s  t y p i c a l l y  a re  i s s u e d  ab o u t  one and o n e - h a l f  months s u b ­
s e q u e n t  t o  th e  f i s c a l  y e a r  e n d . 21 The th o u san d s  o f  i n v e s t o r s  who p a r t i c i ­
p a t e  i n  t h e  market (and th e  number o f  knowledgeab le  i n v e s t o r s  has i n c r e a s e d  
s u b se q u e n t  t o  1967) have tu r n e d  t o  and i n d e e d  f o s t e r e d  a l t e r n a t i v e  in fo rm a ­
t i o n  s o u r c e s  c o n ce rn in g  economy-wide e v e n t s ,  i n d u s t r y - w i d e  e v e n t s  and
on
R e v s in e ,  ojk c i t . , p .  486.
^  Bal l  and Brown, op. ci t . , p.  167,  found t h a t  f o r  t h e  y e a r
ended 1 2 / 3 1 / 6 5 ,  25 p e r c e n t  o f  t h e  income r e p o r t s  had been announced by
1 / 3 1 / 6 6 ,  50 p e r c e n t  by 2 / 8 / 6 6 ,  and 75 p e r c e n t  by 2 / 2 1 / 6 6 .
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i n d i v i d u a l  company e v e n t s .  These  s o u r c e s  i n c l u d e  i n d u s t r i a l  p r o d u c t io n  
r e p o r t s ,  n a t i o n a l  income r e p o r t s ,  r e p o r t s  on i n d u s t r i a l  p r i c e s ,  r e p o r t s  
on s t a b i l i z a t i o n  p o l i c i e s  ( e . g . ,  r e p o r t s  on t h e  p o l i c i e s  o f  t h e  Federa l
Reserve B o a r d ) ,  f o r e c a s t s  t h a t  emanate  from t r a d e - g r o u p s , s t a t e m e n t s  made
by c o r p o r a t e  o f f i c i a l s  r e g a r d i n g  t h e i r  f i r m s '  o p e r a t i o n s ,  r e l e a s e s  i s s u e d  
by b ro k e r a g e  f i r m s ,  r e l e a s e s  i s s u e d  by m a r k e t - n e w s l e t t e r  s e r v i c e s ,  r e g i s t r a ­
t i o n s  w i th  th e  S . E . C . , r e p o r t s  on changes in  a f i r m ' s  management, i n f o r m a ­
t i o n  l e a k a g e s ,  and t h e  o u tp u t s  o f  p r e d i c t i o n  m o d e l s ,  i n t e r  a l i a . 22
F u r t h e r  work must  be done which e v a l u a t e s  acc o u n t in g  d a t a  i n  
c o n j u n c t i o n  w i th  t h e s e  d a t a  s o u r c e s ;  more s p e c i f i c a l l y ,  t h e  a c c o u n t in g  
d a t a  must be examined t o  see  i f  t h e y  r e f l e c t  t h e  same u n d e r l y i n g  e v e n t s  
as do t h e  o t h e r  s o u r c e s  b ecau se  i f  i n  f a c t  t h e  m arke t  views t h e  i n fo r m a ­
t i o n  c o n ta i n e d  in  t h e  annual  a c c o u n t in g  r e p o r t s  as m i s l e a d i n g ,  t h e r e  
a r e  very  s e r i o u s  i m p l i c a t i o n s  f o r  t h e  a c c o u n t in g  p r o f e s s i o n .  C o n s id e r  
t h e  f o l l o w i n g  remarks o f  R evs ine :
R e c e n t l y ,  t h e  a c c o u n t a n t ' s  income d e t e r m i n a t i o n  p r o ­
cess  has been th e  s u b j e c t  o f  many c r i t i c a l  and ( t o
some n o n a c c o u n ta n t s )  h i g h l y  i l l u m i n a t i n g  a r t i c l e s  
i n  t h e  f i n a n c i a l  l i t e r a t u r e .  To t h e  e x t e n t  t h a t  
t h e s e  a r t i c l e s  have a l e r t e d  i n v e s t o r s  to  c e r t a i n  
d e f i c i e n c i e s  o f  t h e  t r a d i t i o n a l  model as a f o r e c a s t  
b a s i s  and t o  t h e  m a n i p u l a t i v e  p o t e n t i a l  o c c a s io n e d  
by a l t e r n a t i v e - a c c o u n t i n g  p r i n c i p l e s ,  one could  p o s i t  
t h a t  th e  m arke t  would r e a c t  more w a r i l y  t o  f u t u r e  
a c c o u n t in g  d a t a . 23
The e x i s t e n c e  o f  such a c o n d i t i o n  co u ld  o b l i g e  t h e  a c c o u n t in g  p r o f e s s i o n  
t o  ach iev e  g r e a t e r  u n i f o r m i t y  f o r  c o m p a r a b i l i t y  and i f  t h i s  were  deemed 
i n s u f f i c i e n t  by t h e  m a r k e t ,  whole  new models f o r  t h e  d e t e r m i n a t i o n  o f
22 N ich o las  J .  Gonedes,  " E f f i c i e n t  Markets  and E x te rn a l  A ccoun t­
i n g , "  The Account ing  Rev iew , Vol.  XLVII, No. 1 ( J a n u a r y ,  19 7 2 ) ,  pp.  15-16.
2  ̂ Revsine,  0 2 .. c i t . , p. 486.
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income would have t o  be d e v i s e d ,  models which may p e r f o r c e  s a c r i f i c e  ob­
j e c t i v i t y  f o r  u s e f u l n e s s .  Given t h a t  t h e  a c c o u n t in g  p r o f e s s i o n  i s  w i l l i n g  
and a b l e  t o  g e n e r a t e  t h e s e  m ode ls , c l e a r l y , a c o n c e r t e d  e f f o r t  sho u ld  be 
made t o  a c c e l e r a t e  t h e  r e l e a s e  o f  th e  annual r e p o r t  so t h a t  i t  would be 
t i m e l y  i n  th e  sen se  o f  d i v u l g i n g  new i n f o r m a t i o n  and a t  t h e  ve ry  l e a s t ,  
t h e  annual r e p o r t  can s t i l l  be j u s t i f i e d  on th e  b a s i s  o f  p r o v i d i n g  s u p ­
p o r t i v e  and c o r r o b o r a t i v e  e v id e n c e  f o r  e q u i l i b r i u m  m arke t  p r i c e s .
CONCLUDING REMARKS
The s tu d y  p rov ided  e v id en c e  showing t h a t  none o f  t h e  a l t e r n a t i v e  
a c c o u n t in g  v a r i a b l e s ,  as deve loped  by t h e  t h e o r y ,  p o s s e s s e d  t h e  a b i l i t y  to  
p r e d i c t  f u t u r e  marke t  pe r form ance  b e t t e r  than  t h e  p r e s e n t l y  a c c e p te d  income 
model.  The i n a b i l i t y  o f  annual  a c c o u n t in g  flow d a t a  t o  p r e d i c t  f u t u r e  
marke t  pe r form ance  was a n t i c i p a t e d  b ecau se  o f  t h e  h igh l i k e l i h o o d  o f  t h e  
e x i s t e n c e  o f  an e f f i c i e n t  m a rk e t .  C o n f i rm a t io n  o f  e x p e c t a t i o n s  was based  
on the  a p p ro x im a te ly  z e ro  c o r r e l a t i o n  e x i s t i n g  between t h e  a c c o u n t in g  
v a r i a b l e s  and th e  r i s k - a d j u s t e d  r a t e  o f  r e t u r n  a c c r u i n g  from a f u t u r e  
h o ld in g  p e r i o d .  The f i n d i n g s  do no t  c o n f l i c t  w i t h  th e  e f f i c i e n t  marke t  
h y p o t h e s i s .  In f a c t  they  c o r r o b o r a t e  t h e  h y p o t h e s i s  by d e m o n s t r a t i n g  
t h a t  p u b l i c l y  a v a i l a b l e  i n f o r m a t i o n  c a n n o t  be u sed  to  p r e d i c t  f u t u r e  mar­
k e t  p e r fo rm ance .  Fundamental a n a l y s i s  o f  a c c o u n t in g  d a t a  by i n v e s t o r s  
s im p ly  w i l l  n o t  p ro v id e  t h e  i n f o r m a t i o n  n e c e s s a r y  t o  o b t a i n  abnormal r e ­
t u r n s ,  g iven p r e s e n t  market c o n d i t i o n s .
In a d d i t i o n *  th e  s t u d y ,  in  c o n j u n c t i o n  w i th  o t h e r s ,  p ro v id e d  
e v id en c e  t h a t  m arke t  movements r e f l e c t e d  th e  same u n d e r l y i n g  e v e n t s  as 
d i d  r e p o r t e d  e a r n i n g s  f o r  t h e  one y e a r  p e r io d s  e x t e n d i n g  from 1961 th rough
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1967.  Th is  c o n c lu s io n  i s  b a sed  on t h e  observed  contemporaneous a s s o c i a t i o n  
between th e  a l t e r n a t i v e  a c c o u n t in g  flow v a r i a b l e s  and t h e  o p e r a t i o n a l  
measure  o f  r a t e  o f  r e t u r n .  Although th e  a p r i o r i  e x p e c t a t i o n s  o f  con­
temporaneous a s s o c i a t i o n  were c o n f i r m e d ,  t h e  f i n d i n g s  were  c o n t r a r y  t o  
t h o s e  s u g g e s t e d  by th e  t h e o r y .  The r e s u l t s  i n d i c a t e d  t h a t  n e t  income 
a v a i l a b l e  to  common s h a r e h o l d e r s  (EA) had th e  c l o s e s t  a s s o c i a t i o n ,  
fo l lo w e d  in  t u r n  by n e t  r e c u r r i n g  income (ER) and c u r r e n t  r e c u r r i n g  flow. 
(ER-aI )  e x h i b i t e d  no a s s o c i a t i o n  a t  a l l .  The t e s t s  o f  contemporaneous 
a s s o c i a t i o n  u s i n g  1968 and 1969 d a t a  i n d i c a t e d  t h a t  no r e l a t i o n s h i p  e x ­
i s t e d  between any o f  t h e  a c c o u n t in g  v a r i a b l e s  and t h e  o p e r a t i o n a l  measure  
o f  r a t e  o f  r e t u r n .
The f i n d i n g s  i n f e r  t h a t  a c c o u n t in g  d a t a  does n o t  p ro v id e  i n ­
v e s t o r s  w i th  t h e  n e c e s s a r y  i n f o r m a t i o n  f o r  common s t o c k  in v e s tm e n t  d e ­
c i s i o n s .  The e x i s t e n c e  o f  e f f i c i e n t  marke ts  p r e c l u d e s  t h e  p o s s i b i l i t y  
o f  t h e  d a t a  h av in g  f u t u r e  p r e d i c t i v e  a b i l i t y .  The f i n d i n g s  may a l s o  
im ply  t h a t  i n v e s t o r s  a re  aware o f  t h i s  f a c t  a n d ,  as a r e s u l t ,  have tu r n e d  
t o  o t h e r  i n f o r m a t i o n  s o u r c e s  which a re  more t i m e l y  and a r e  c o n s id e r e d  t o  
p r o v i d e  more u s e f u l  p r o g n o s t i c a t i o n s .  S ince  p r e s e n t  f i n a n c i a l  a c c o u n t in g  
i n f o r m a t i o n  may no t  be f u l f i l l i n g  t h i s  need o f  t h e  i n v e s t o r s ,  a n o t h e r  
j u s t i f i c a t i o n  f o r  th e  annual  r e p o r t  w i l l  have to  be f o r th c o m i n g .  Such a 
j u s t i f i c a t i o n  may be t h a t  t h e  annual r e p o r t  p ro v id e s  s u p p o r t i v e  e v id en c e  
f o r  e q u i l i b r i u m  marke t p r i c e s .  The r e s u l t s  o f  t h e  contemporaneous  a s ­
s o c i a t i o n  t e s t s  f o r  t h e  1961-1967 p e r i o d  i n d i c a t e d  t h a t  a c c o u n t in g  d a t a  
was f u r n i s h i n g  t h i s  k ind  o f  c o r r o b o r a t i v e  s u p p o r t  f o r  m a rk e t  p r i c e s  du r in g  
t h a t  p e r i o d .  However, t e s t s  on t h e  most r e c e n t  d a t a  (1968-1969) i n d i c a t e d  
t h a t  t h e  a c c o u n t in g  d a t a  was n o t  even u s e f u l  w i t h i n  t h e  c o n t e x t  o f
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p r o v i d i n g  c o n f i r m a t i v e  e v id e n c e  f o r  s to c k  p r i c e  movements.
F u r t h e r  work must be done which e v a l u a t e s  a c c o u n t in g  d a t a  in  
c o n j u n c t i o n  w i th  compet ing d a t a  s o u r c e s .  T h i s  n e c e s s a r y  f i r s t  s t e p  w i l l  
p r o v i d e  some i n s i g h t  i n t o  t h e  causes  beh ind  t h e  l a ck  o f  a s s o c i a t i o n  b e ­
tween t h e  a c c o u n t in g  d a t a  and marke t  movements. The p o s s i b l e  e x p l a n a t i o n s  
o f f e r e d  in  t h i s  s t u d y  can be summarized as f o l l o w s :
The annual a c c o u n t in g  flow d a t a  impounds t h e  same u n d e r l y i n g  
e v e n t s  as t h o s e  impounded by a l t e r n a t i v e  d a t a  s o u r c e s ,  b u t  due t o  the  
e f f e c t s  o f  i n f l a t i o n  t h e  m arke t  does no t  view t h e  p r e s e n t  model f o r  t h e  
d e t e r m i n a t i o n  o f  annual income as s a t i s f a c t o r i l y  r e p o r t i n g  t h o s e  e v e n t s .
The more cogen t  e x p l a n a t i o n  i s  t h a t  annual a c c o u n t in g  d a ta  do 
n o t  impound t h e  same u n d e r ly in g  e v en ts  as t h e  a l t e r n a t i v e  s o u r c e s .  The 
m arke t  p a r t i c i p a n t s  a re  a p p r i s e d  o f  t h i s  f a c t  and view a c c o u n t in g  d a t a  
a n o n -u s e fu l  d a t a  s o u r c e .  I f  e i t h e r  o f  t h e s e  two c o n d i t i o n s  e x i s t  i n  
f a c t ,  th e y  pose  a d i r e  t h r e a t  t o  th e  f u t u r e  development o f  t h e  a c c o u n t i n g  
p r o f e s s i o n .
F i n a l l y ,  o f  c o u r s e ,  t h e r e  i s  t h e  p o s s i b i l i t y  t h a t  t h e  r e l a t i o n ­
s h i p s  b e in g  s o u g h t  i n  t h i s  s tu d y  do in  f a c t  e x i s t ,  b u t  t h a t  t h e  t e c h n i q u e s  
used t o  convey t h o s e  r e l a t i o n s h i p s  were s im p ly  I n a p p r o p r i a t e .
N e v e r t h e l e s s ,  t h e  acc o u n t in g  p r o f e s s i o n  and s p e c i f i c a l l y  t h o s e  
who s e t  t h e  s t a n d a r d s  f o r  r e p o r t i n g  th e  r e s u l t s  o f  o p e r a t i o n ,  i n  l i g h t  
o f  t h e  r e s u l t s  o f  t h i s  s t u d y  and th e  s u g g e s te d  e x p l a n a t i o n s  o f  t h o s e  
r e s u l t s ,  m ight  s e r i o u s l y  c o n s i d e r  i s s u i n g  a c a v e a t  a v e r r i n g  t h a t  the  
t r a d i t i o n a l  " a l l - p u r p o s e "  s t a t e m e n t s  may n o t  be  f u l f i l l i n g  t h e  i n f o r m a t i o n a l  
needs  o f  t h e  i n d i v i d u a l  i n v e s t o r .
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APPENDIX A
SECURITY RISK EVALUATION (BETA COEFFICIENTS) FOR 241 COMPANIES, 
COMPUTED FROM 60 MONTHLY OBSERVATIONS ENDING WITH 
DECEMBER 31, 1 971 . '  MERRILL, LYNCH,
PIERCE, FENNER AND SMITH, INC.
TABLE A1
S e c u r i t y  Risk E v a l u a t i o n  (Beta  C o e f f i c i e n t s )  f o r  241 Companies,  
Computed from 60 Monthly O b se rv a t io n s  Ending w i th  
December 31,  1971. M e r r i l l ,  Lynch, 
__________________ P i e r c e ,  Fenner and Sm ith ,  Inc .____________________
Compustat  I D Company Beta C oef f i
097383 B o ise  Cascade C o rp o ra t io n 1.71
373298 Georgia  P a c i f i c  C o rp o ra t io n 1.01
962166 Weyerhaeuser  Company 1 .17
027465 American Metal Climax, In c . .77
117421 Brush Beryl 1i urn Company 1 .83
186000 C leve land  C l i f f s  I ron  Company 1 .09
344892 Foote  Mineral  Company 1 .07
460056 I n t e r n a t i o n a l  Nickel Co. o f  Canada .85
858331 S te e p  Rock I r o n  Mines 1 .19
200435 Cominco L td . .37
790155 S t .  Joe  M inera ls  C o rp o ra t io n .83
134411 Campbell Red Lake Mines - .0 1
374586 G ia n t  Y e l low kn ife  Mines .34
437614 Homestake Mining - .0 2
276461 E a s t e r n  Gas & Fuel A s s o c i a t i o n 1 .47
656780 North  American Coal 1 .36
054897 A ztec  Oil  & Gas 1 .6 3
257093 Dome Pe t ro leum  Ltd. 1 .94
598342 Midwest Oil  C o rp o ra t io n .49
868273 S u p e r i o r  Oil  Company 1.59
882474 Texas G u lf  Su lphur  Company, I n c . 1 .5 6
487836 K el logg  Company .59
099599 Borden,  I n c . .96
143483 C a r n a t i o n ,  In c . .61
252435 D iG io rg io  C o rp o ra t io n 1 .9 6
126149 C.P .C .  I n t l .  In c . .69
370064 General  Host C o rp o ra t io n 2.01
460754 I n t e r s t a t e  Brands .63
487242 K eeb le r  Company .81
629527 N ab isco ,  I n c . .43
890516 T o o t s i e  Roll  I n d u s t r i e s ,  In c . 1 .46
982526 W rig ley ,  Wm. J r . ,  Company .73
045501 A s s o c i a t e d  Brewing Company 1 .1 2
306855 F a l s t a f f  Brewing C o rp o ra t io n 1 .5 5
693715 P a b s t  Brewing Company .93
635655 N a t io n a l  D i s t i l l e r s  & Chem. .78
256129 Dr. Pepper  Company 1 .05
024703 American Brands ,  Inc . .61
718167 P h i l i p  M o r r i s , Inc . .9 8
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Compustat  I D Company Beta Coef f i
006284 Adams Mi 11 i s  C o rp o ra t io n 2 .32
189486 C l u e t t ,  Peabody & Company, In c . 1.21
029465 American S e a t in g  Company .98
042321 Armstrong Cork Company 1 .26
608030 Mohasco I n d u s t r i e s ,  I n c . 1 .46
949085 W e lb i l t  C o rp o ra t io n 2 .09
460146 I n t e r n a t i o n a l  Paper  Company 1.32
582834 Mead C o rp o ra t io n 1 .2 0
793453 S t .  Regis P aper  Company .91
809877 S c o t t  P aper  Company .83
315711 F ib reb o a rd  C o rp o ra t io n 1.31
861589 S tone  C o n ta in e r  C o rp o ra t io n .88
828879 S i m p l i c i t y  P a t t e r n  Company 1.15
887360 Times M i r ro r  Company 1.47
615785 Moore C o rp o ra t io n .59
853887 S ta n d a rd  R e g i s t e r  Company 1 .23
019087 A l l i e d  Chemical C o rp o ra t io n 1 .35
025321 American Cyanamid Company 1 ,05
150843 C elanese  C o rp o ra t io n 1.23
163600 Chemetron C o rp o ra t io n  • 1 .40
237424 D ar t  I n d u s t r i e s 1.34
252741 Diamond Shamrock C o rp o ra t io n 1.25
277461 Eastman Kodak Company .78
302491 FMC C o rp o r a t io n 1 .69
383883 Grace (W.R.) + Company .87
427056 H e r c u l e s ,  In c . .93
500602 Koppers Company 1 .1 0
604059 Minnesota  Mining & M anufac tu r ing  Co. 1 .18
629156 N L I n d u s t r i e s 1.31
680665 01 in  C o rp o ra t io n 1.87
709317 Pennwal t  C o rp o ra t io n 1.34
759200 Reichhold  C hem ica ls ,  In c . 1 .58
857721 S t a u f f e r  Chemical Company 1 .32
905581 Union C arb ide  C o rp o ra t io n 1.05
010202 Akzona 1 .27
002824 Abbot t  L a b o r a t o r i e s .69
071833 B ax te r  L a b o r a t o r i e s 1 .13
110097 B r i s to l - M e y e r s  Company .94
375766 G i l l e t t e  Company 1.07
478160 Johnson & Johnson .73
532457 L i l l y  E l i  Company .57
589331 Merck & Company .69
717081 P f i z e r ,  In c . 1 .05
806605 S c h e r in g  Plough .73
832135 Smith K l in e  & French Lab. .92




Compustat  I D Company Beta C oef f i
934488 Warner-Lambert  Company .89
194162 C o lg a t e - P a lm o l iv e  Company 1 .0 0
303045 F a c t o r  Max Company 1 .09
761525 Revlon ,  Inc . .94
212867 Conwood C o rp o ra t io n .73
257561 Domtar L td . 1.01
492746 Kewanee Oil  Company 1.61
629853 Nalco Chemical Company 1 .03
048825 A t l a n t i c  R i c h f i e l d  Company 1 .38
173036 C i t i e s  S e r v i c e  Company .50
565845 Marathon Oil Company 1 .2 2
718507 P h i l l i p s  Pe t ro leum  Company 1 .06
822635 S h e l l  Oil  Company 1 .0 0
826622 S ig n a l  Cos. 1 .23
853700 S ta n d a r d  Oil  Co. ( I n d i a n a ) 1 .04
853734 S ta n d a r d  Oil Co. Ohio .72
907770 Union Oil  Company o f  C a l i f o r n i a 1 .24
110889 B r i t i s h  P e t ro leum  Company Ltd . .36
607080 Mobil Oil  C o rp o ra t io n .83
853683 S t a n d a r d  Oil Company o f  C a l i f o r n i a .84
881694 Texaco In c . .88
339711 F l i n t k o t e  Company 1.81
636316 N a t io n a l  Gvpsum Company 1 .90
770553 R ober tson  (H H) Company 1 .15
216831 Cooper T i r e  & Rubber 1 .0 0
382388 Goodrich  (B F) Company 1 .29
564402 M a n s f i e ld  T i r e  & Rubber Company 1 .7 2
608302 Mohawk Rubber Company 1.51
585786 M e l v i l l e  Shoe C o rp o ra t io n .83
024843 American Can Company .71
211183 C o n t i n e n t a l  Can Company, In c . .90
228255 Crown Cork & Seal Company, In c . .79
690768 O w e n s - I l l i n o i s ,  In c . 1 .23
219327 Corning  Glass  Works 1 .2 2
025069 American Cement C o rp o ra t io n 1 .85
370514 General  P o r t l a n d  Cement Company 1 .5 8
483044 K a i s e r  Cement & Gypsum C o rp o ra t io n 1 .35
524858 Lehigh  P o r t l a n d  Cement Company 1 .55
571443 M arq u e t te  Cement M a n u f a c tu r e r  Company 1 .73
585072 Medusa P o r t l a n d  Cement Company 1.41
707355 P en n -D ix ie  Cement C o rp o ra t io n 2 .32
141375 Carborundum Company 1 .17
370622 Genera l  R e f r a c t o r i e s  Company 1 .65
071372 A l leg h en y  Ludlum I n d u s t r i e s 1 .07
087509 Bethlehem S te e l  C o rp o ra t io n 1.07
125185 C F and I S te e l 1 .00
457470 I n l a n d  S te e l  Company 1 <23
141
TABLE A1 Continued
Compustat  I D Company Beta  C o e f f i c i
453702 I n t e r l a k e ,  Inc . .92
483098 K a i s e r  S t e e l  C o rp o ra t io n 1 .10
582273 Mclouth S t e e l  C o rp o ra t io n 1 .80
760779 Repub l ic  S t e e l  C o rp o r a t io n .84
912656 U.S. S t e e l  C o rp o ra t io n 1 .03
032393 Anaconda Company 1.15
217525 Copper  Range Company .86
489314 K enneco t t  Copper C o rp o ra t io n .91
717265 Phe lps  Dodge C o rp o r a t io n 1 .15
022249 Aluminum Company o f  America 1 .2 2
483008 K a i s e r  Aluminum & Chem. C o r p o r a t io n 1.58
077455 Bel den C o rp o ra t io n .71
369298 Genera l  Cable  C o rp o r a t io n 1.43
761406 Revere Copper & B r a s s ,  In c . 1 .33
810640 S c o v i l l  M anufac tu r ing  Company 1.53
895861 T r i a n g l e  I n d u s t r i e s 1 .26
912639 U.S. Sm el t ing  & R e f in in g  Mng 1.99
224399 Crane Company 1 .24
574599 Masco C o rp o ra t io n 1 .8 8
878895 Tecumseh P ro d u c ts  Company 1 .30
892892 Trane  Company .43
150033 Ceco C o rp o ra t io n 1 .04
853819 S ta n d a rd  P r e s se d  S t e e l  Company 1.69
200273 Combustion E n g i n e e r i n g ,  In c . 1.11
350244 F o s t e r  Wheeler C o rp o r a t io n 1.44
118745 B u c y r u s - E r i e  Company 1 .0 2
149123 C a t e r p i l l a r  T r a c t o r  Company 1.47
406216 H a l l i b u r t o n  Company 1 .0 2
172172 C i n c i n n a t i  M i l a c r o n ,  I n c . 1 .57
609150 Monarch Machine Tool Company 1 .62
830643 Ski 1 C o rp o ra t io n 1 .78
934408 Warner & Swasey 1 .50
001688 AMF I n c o r p o r a t e d 1.61
227111 Crompton & Knowles C o rp o r a t io n 1.17
291209 Emhart  C o rp o ra t io n 1.45
025105 American Chain & Cable  Company, I n c . .87
216669 Cooper I n d u s t r i e s ,  In c . 1.51
456866 In g e rso l1 -R a n d  Company 1 .1 2
590825 Mesta Machine Company .81
122781 Burroughs C o rp o ra t io n 1 .2 4
253651 D ie b o ld ,  Inc . 1 .63
635230 N a t io n a l  Cash R e g i s t e r  Company 1.27
724479 Pi tney-Bow es ,  In c . 1.21
631226 Nashua C o rp o ra t io n 1 .18
369604 General  E l e c t r i c  Company 1.21
460470 I n t e r n a t i o n a l  Te lephone  & T e leg rap h 1 .36
749285 RCA C o rp o ra t io n 1 .45
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960402 W estinghouse  E l e c t r i c  C o rp o ra t io n 1 .0 2
379568 Globe Union, Inc . 1 .77
677194 Ohio Brass  Company .92
800681 Sangamo E l e c t r i c  Company 2.31
232165 Cutler-Hammer,  In c . 1 .5 5
535732 Ling-Temco-Vought,  In c . 2 .8 9
883203 T e x t r o n ,  In c . 1 .5 5
578592 Maytag Company 1 .0 5
963320 Whir lpool C o rp o ra t io n 1.31
007158 Admiral C o rp o ra t io n 1 .75
853564 S tan d a rd  Kollsman I n d u s t r i e s 2 .1 4
989399 Z e n i th  Radio C o rp o ra t io n 1 .4 9
031897 AMP, Inc . 1 .1 2
208291 Conrac C o rp o ra t io n 2 .5 9
370838 General  S igna l  Company 1 .3 5
429812 High Vol tage  E ng inee r ing 2 .2 5
561246 Mallo ry  (P R) & Company 1 .4 0
849339 Sprague E l e c t r i c  Company 2 .0 8
345370 Ford Motor Company 1 .15
370442 General  Motors C o rp o ra t io n 1 .07
359370 Fruehau f  C o rp o ra t io n 1 .32
964066 White Motors Company 1 .83
099725 Borg-Warner  C o rp o ra t io n 1 .3 9
118835 Budd Company 1 .5 0
278058 Eaton C o rp o ra t io n 1 .6 3
313549 Federal-Mogul C o rp o r a t io n .91
887389 Timken Company .98
097023 Boeing Company 1 .7 8
369550 General  Dynamics C o rp o ra t io n 1 .4 0
400181 Grumman C o rp o r a t io n 1 .15
909296 United  A i r c r a f t  C o rp o r a t io n 1 .37
071041 Bath I n d u s t r i e s ,  In c . 2 .07
370856 General  S t e e l  I n d u s t r i e s 1 .4 2
745791 Pul lman ,  In c . 1 .07
031105 Ametek, In c . 1 .9 4
774370 Rockwell M anufac tu r ing  Company 1.01
770519 Robertshaw C o n t ro l s 1 .6 6
071707 Bausch & Lomb, In c . 2 .0 3
731095 P o l a r o i d  C o rp o ra t io n 1 .4 6
457659 I n s i l c o  C o rp o ra t io n 1 .54
209237 Consl .  F r e ig h t w a y s ,  I n c . 1 .36
690326 O v e r n i t e  T r a n s p o r t a t i o n  Company 1 .53
769739 Roadway E x p r e s s ,  In c . 1 .3 5
017248 Allegheny A i r l i n e s ,  I n c . 1 .7 0
210795 C o n t in e n t a l  A i r  L i n e s ,  I n c . 2 .0 5
276191 E a s te r n  A i r  L i n e s ,  Inc . 2 .2 6
698057 Pan American World Airways 1 .65
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893349 Trans  World A i r l i n e s ,  I n c . 2.11
957586 Weste rn  A ir  L i n e s ,  In c . 2 .39
030177 American Telephone & T e leg raph .73
024735 American B ro a d c a s t in g 1.51
591690 Metromedia ,  Inc . 2.31
868035 Super  Valu S t o r e s ,  In c . .84
829098 Simpsons Ltd . .43
640218 N e i s n e r  B r o s . , I n c . 1.07
980881 Woolworth (F VI) Company 1.19
786514 Safeway S t o r e s ,  In c . .73
280875 Edison B ro th e r s  S t o r e s 1 .29
432848 H i l t o n  H o te l s  C o rp o r a t io n 1 .87
398028 Greyhound C o rp o ra t io n 1 .25
913776 U nive rsa l  Oil P roduc ts 1 .96
959805 Western  Union C o rp o ra t io n 1 .34
APPENDIX B
RISKLESS RATE USED IN THE DETERMINATION OF 
EXPECTED RETURNS -  U. S.  GOVERNMENT 
SECURITIES, THREE MONTH BILLS
APPENDIX B
TABLE A2
R i s k l e s s  Rate  Used i n  t h e  Deter r . i ina t ion  o f  
Expec ted  R eturns  -  U. S. Government 
 S e c u r i t i e s ,  Three  Month B i l l s * _______











* B i l l s  Quoted on a F?nk D isco u n t  Rate B a s i s .
S o u r c e : Board o f  Governors o f  t h e  Fede ra l  Reserve
Sys tem,  F ede ra l  Reserve  B u l l e t i n , Vol.  49 ,  No. 1 (Washing­
t o n ,  D.CT1 J a n u a r y ,  1963) ,  p.  48.  _____________, Federa l
R ese rve  B u l l e t i n .  Vol.  57 ,  No. 1 (W ashing ton ,  D .C . :  J a n u a r y ,  
1 9 7 1 ) ,  p .  A33.
APPENDIX C
MARKET RETURNS USED IN THE DETERMINATION OF 
EXPECTED RETURNS - STANDARD AND POOR'S 
COMPOSITE STOCK PRICE INDEXES
APPENDIX C
TABLE A3
Market  R e tu rn s  Used in  t h e  D e te r m in a t io n  o f  
Expected R e tu rns  - S t a n d a r d  and P o o r ' s  
________ Composi te  Stock P r i c e  Indexes________
4 th  Q u a r t e r  
o f  12-Month 
Moving T o t a l
D iv idends  P e r  S h a re  
A d jus ted  to  
Composite Index
S to c k  P r i c e  
Composi te  Index
1960 58.11
1961 2 .0 2 71 .55
1962 2.13 6 3 .10
1963 2 .28 75 .02
1964 2 .50 84 .7 5
1965 2 .72 92 .43
1966 2.87 8 0 .33
1967 2 .92 96 .47
1968 3 .07 103 .86
1969 3 .16 9 2 .05
1970 3 .14 92.15
S o u r c e : S t a n d a r d  and P o o r ' s  C o r p . ,  S ta n d a rd  and P o o r ' s  T rade  and
S e c u r i t i e s  S t a t i s t i c s ! S e c u r i t y  P r i c e  Index  Record (1968 e d . ;  New York: 
S t a n d a r d  and  P o o r ' s  C o r p . ,  1968) ,  p.  121. , S t a n d a r d  and
P o o r ' s  T r a d e  and  S e c u r i t i e s  S t a t i s t i c s , C u r r e n t  S t a t i s t i c s , Vol.  37 ,
No. 10 (New Y ork :  S t a n d a r d  and P o o r ' s  C o r p . ,  O c to b e r ,  1 9 7 1 ) ,  p .  31.
_ APPENDIX D
EXAMPLE OF OUTPUT FROM "OLD TUCKREG" 
REGRESSION PROGRAM
APPENDIX D
Example o f  Outpu t  f rom "Old Tuckreg"  
R e g r e s s io n  Program
RUN
TUCKREG 0 SEP 70 14:09
DO YOU WANT TO USE CONVERSATIONAL MODE? NO
REGRESSION NUMBER 1
DEPENDENT VARIABLE IS ORIGINAL VARIABLE NO. 6 DESIGNATED Y 
INDEPENDENT VARIABLE (REGRESSOR): 3 DESIGNATED XI




XI 1 - 0 .0 1 2 2  0 .7 4 7
X2 - 0 .0 1 2 2  1 0 .0 0 4 9
Y 0 .747  0 .0049  1
THE REGRESSION LINE IS :
Y-HAT = 3 .4 6  + 11 .448  XI + 5 .36  X2
(0 .0 4 3 )  ( 3 .8 9 4 )  (0 .0 7 3 )
(0 .9 6 6 )  ( 0 .0 0 2 )  (0 .9 4 1 )
Y-HAT IS THE ESTIMATED Y— T-RATIOS ARE IN FIRST ROW OF PARENTHESES- 
PROBABILITY THAT EACH T-RATIO COULD BE OBSERVED EVEN IF NO LINEAR 
RELATIONSHIP EXISTED IS IN SECOND ROW OF PARENTHESES
STATIS'i ICAL HYPOTHESES: NO LINEAR RELATIONSHIP
ANALYSIS OF VARIANCE TABLE
SOURCE OF VARIATION SUM OF SQUARES D. F. MEAN SQUARE
EXPLAINED 5701 .78  2 2850 .89
UNEXPLAINED 4511 .79  12 375 .983
TOTAL 10213.6  14
STATISTICAL SIGNIFICANCE OF THE REGRESSION
F( 2 , 12) = 7 .582
THERE IS A <.001 PROBABILITY THAT THIS 
F-RATIO COULD HAVE BEEN OBSERVED EVEN IF NO LINEAR 
RELATIONSHIP EXISTED.
UNBIASED ESTIMATE OF THE 
VARIANCE OF THE DISTURBANCE 
TERM IN THE MODEL 375.983
SQUARE ROOT OF ABOVE 
OFTEN REFERRED TO AS THE 
STANDARD ERROR OF ESTIMATE 19.3903
R (COEFFICIENT OF 
MULTIPLE CORRELATION) 0 .747165
R-SQUARED 0.558255
Source :  0 .  P e t e r  W il l iam son  and David H. Downes, Manuals f o r  
Computer Programs in  F inance  and I n v e s t m e n t s , 2nd e d .  (Hanover ,  
N.H.:  T r u s t e e s  o f  Dartmouth C o l l e g e ,  1971) ,  M u l t i p l e  R e g r e s s i o n ,  
pp.  5 -6 .
APPENDIX E
STANDARD AND POOR'S COMPUSTAT 





S ta n d a rd  and P o o r ' s  Compustat  F i n a n c i a l  F a c t s  
________________ Used in  t h i s  Study_______________
F a c t D e f i n i t i o n Years
INV I n v e n t o r i e s 1958-69
DEP D e p r e c i a t i o n  and A m o r t i z a t io n 1959-69
NON N o n re c u r r in g  Expense 1959-69
AVC A v a i l a b l e  f o r  Common 1959-69
SPC Stock P r i c e  C lo s e - I n  D o l l a r s  
** A d ju s ted  f o r  S tock  S p l i t s  **
1960-70
SHR Number o f  Shares  O u ts t an d in g  
** A d ju s ted  f o r  S tock  S p l i t s  **
1959-69
D/S Div idends  p e r  S h a r e - I n  D o l l a r s  
** A d ju s ted  f o r  S tock  S p l i t ?  **
1961-70
NONN N o n - r e c u r r i n g  Income/Expens-- 
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